L2V^/*-i  /rJr*£r 


UMASS/AMHhHSI 


BlSObbOlb^bO^bT 


Corporate  Taxation  in  Massachusetts: 
How  Level  Is  the  Playing  Field? 


QV.»3 


DRAFT  WORKING  PAPER 


Corporate  Taxation  in  Massachusetts: 
How  Level  Is  the  Playing  Field? 


Prepared  for 

Massachusetts  Special  Commission 

on 
Business  Tax  Policy 


by 


Yolanda  K.  Kodrzycki 
Federal  Reserve  Bank  of  Boston 


May  25,  1993 


Massachusetts  Special  Commission 

on 
Business  Tax  Policy 

Chairman 

Richard  F.  Syron,  President 
Federal  Reserve  Bank  of  Boston 

Members  of  the  Special  Commission 

The  Honorable  William  M.  Bulger,  President 
Massachusetts  Senate 

Joseph  Faherty,  President 
Massachusetts  AFL-CIO 

The  Honorable  Charles  Flaherty,  Speaker 
Massachusetts  House  of  Representatives 

Howard  Foley,  President 
Massachusetts  High  Technology  Council 

Robert  Haynes,  Secretary/Treasurer 
Massachusetts  AFL-CIO 

The  Honorable  Joseph  P.  Kennedy  II 
U.S.  House  of  Representatives 

Cynthia  Mann,  Staff  Attorney 
Massachusetts  Law  Reform  Institute 

Robert  Murphy,  President 
Massachusetts  Teachers  Association 

David  A.  Spina,  Vice  Chairman  and  Chief  Financial  Officer 
State  Street  Bank  and  Trust  Company 

The  Honorable  Paul  Tsongas 
Foley,  Hoag  &  Eliot 

Michael  Widmer,  President 
Massachusetts  Taxpayers  Foundation 


Research  Director 

Robert  Tannenwald 

Assistant  Director 

Jeannette  Hargroves 


Counsel 

Barry  White 

Foley,  Hoag  &  Eliot 


Research  Staff 

Rachel  Cononi 

Eric  Karnowski 

Pam  Larson 

Michele  Mongiello 

Anthony  Storm 

Administrative  Assistant 
Leisa  Scott 


Acknowledgements 


The  author  is  very  grateful  to  Bruno  Berszoner,  Eric  Karnowski,  and  Cheryl 
Ryan  of  the  Massachusetts  Department  of  Revenue  Bureau  of  Analysis, 
Estimation,  and  Research  for  preparing  tax  return  data,  and  to  the  Office  of 
the  Commissioner  of  Revenue  for  allocating  staff  resources  to  this  project. 
Two  consultants  to  the  Special  Commission  on  Business  Tax  Policy,  Professor 
George  Plesko  and  Professor  Robert  Strauss,  and  the  Executive  Director  of  the 
Commission,  Robert  Tannenwald,  provided  advice  and  support  throughout  this 
project.  Katharine  Bradbury  of  the  Federal  Reserve  Bank  of  Boston  commented 
on  a  preliminary  draft.  Lesley  Eydenberg  and  Anthony  Storm  provided  valuable 
research  assistance.  Pam  Larson  and  other  members  of  the  Commission  staff 
contributed  information  concerning  business  taxation  in  other  states. 


Table  of  Contents 


Page 


I.  Introduction  1 

II.  Description  of  Corporate  Taxation  in  Massachusetts  4 

III.  Description  of  the  1986-1990  Time  Period  and  Sample  10 

IV.  Effective  Tax  Rates  16 

V.  Apportionment  30 

VI.  The  Minimum  Excise  40 

VII.  Summary  and  Conclusions  44 

Appendixes 

I.  Description  of  Tax  Rules  for  Massachusetts  Corporations 

II.  Comparison  of  States'  Corporate  Tax  Provisions 

III.  Combined  Versus  Consolidated  Accounting 

IV.  Sources  of  Data  and  Some  Characteristics  of  the  Sample 

V.  Confidentiality  Restrictions 

VI.  Effective  Tax  Rates  Based  on  Adjusted  Federal  Net  Income 

After  Apportionment 

VII.  Effective  Tax  Rates  Based  on  Apportioned  Book  Income 

VIII.  Apportionment  Percentages 

IX.  Fairness  and  State  Taxation  of  Corporations 


Many  types  of  corporations  do  business  in  Massachusetts.  Some  are 
relatively  small,  while  others  are  very  large.  Some  do  all  of  their  business 
in  the  state,  while  others  are  national  or  even  international  in  their  scope. 
Some  corporations  produce  goods,  while  others  provide  services.  Finally,  some 
are  highly  profitable,  while  others—especially  in  recent  years—show  losses. 
The  object  of  this  study  is  to  compare  the  tax  treatment  of  these  businesses. 
Is  the  Massachusetts  tax  system  evenhanded  with  respect  to  various  types  of 
corporations,  or  do  some  enjoy  special  privileges  while  others  shoulder 
unusual  burdens? 

I.  Introduction 

An  unlevel  playing  field  can  distort  business  production.  If  some  types 
of  business  activity  faced  heavier  taxation  in  Massachusetts  than  other  types 
of  business  activity,  too  little  of  the  high-taxed  activity  would  locate  in 
the  state,  compared  to  what  would  occur  if  taxes  were  neutral.  Furthermore, 
if  some  categories  of  taxpayers  systematically  had  higher  or  lower  tax  burdens 
than  others,  the  tax  system  would  be  perceived  as  unfair,  leading  individual 
and  corporate  citizens  to  be  dissatisfied  with  their  government. 

To  evaluate  this  set  of  issues,  it  is  necessary  to  use  a  meaningful 
measure  of  tax  burdens.  It  makes  no  sense  simply  to  look  at  the  amount  of 
taxes  paid,  without  taking  into  account  whether  the  corporation  is  profitable 
and  to  what  extent  its  business  is  located  in  Massachusetts.  This  study 
examines  effective  tax  rates,  measured  as  corporate  excise  tax  paid  to 
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Massachusetts  relative  to  income  attributable  to  Massachusetts.  Alternative 
measures  of  income  are  used  in  the  denominator,  reflecting  the  different 
definitions  for  tax  and  accounting  purposes.  The  operating  hypothesis  is  that 
effective  tax  rates  should  be  similar  across  different  categories  of 
corporations.  Any  inequalities  should  be  justifiable  using  further  criteria 
of  what  is  socially  desirable. 

The  study  addresses  two  topics  in  addition  to  the  variation  in  effective 
tax  rates.  First,  corporations  operating  in  multiple  states  allocate  only  a 
fraction  of  their  income  to  Massachusetts.  Accordingly,  the  study  examines 
whether  the  so-called  apportionment  rules  provide  special  privileges  to 
multistate  corporations,  as  opposed  to  those  that  do  all  of  their  business  in- 
state. Second,  many  corporations  in  Massachusetts  pay  a  low  level  (as  opposed 
to  a  low  rate)  of  tax  because  they  qualify  for  the  minimum  excise.  The  study 
examines  whether  this  subset  of  corporations  enjoy  special  tax  privileges. 

Tax  returns  are  confidential.  State  and  federal  laws  prohibit  members 
of  the  public  from  seeing  tax  returns  or  any  tax  return  data  that  could  lead 
to  the  identification  of  specific  taxpayers.  Therefore  this  study  cannot 
address  whether  a  particular  corporation  paid  its  "fair  share"  of  taxes. 
Instead,  the  study  looks  for  patterns  of  uneven  tax  burdens  across  categories 
of  taxpayers—such  as  industries  and  size  levels— and  their  causes. 

The  corporation  excise  is  but  one  of  the  taxes  paid  by  businesses  in 
Massachusetts.  This  study  was  not  able  to  encompass  taxes  paid  by 
corporations  to  local  governments  or  individual  income  taxes  levied  on 
corporate  shareholders.  These  additional  taxes  may  reinforce  or  offset 
distortions  arising  under  the  corporation  excise  tax.  Nor  does  this  study 


evaluate  whether  corporations  are  taxed  more  or  less  in  Massachusetts  than  in 
other  states.1 

The  report  is  arranged  as  follows.  Section  II  describes  corporate 
taxation  in  Massachusetts.  The  study  examines  corporate  tax  liabilities  for 
1986  and  1990.  Section  III  provides  an  overview  of  the  economic  environment 
and  tax  law  changes  during  this  period.  It  also  describes  basic 
characteristics  of  the  more  than  26,000  corporate  taxpayers  in  the  sample 
analyzed  in  this  study.  Sections  IV,  V,  and  VI  present  the  results  for 
effective  tax  rates,  apportionment,  and  the  minimum  excise,  and  Section  VII  is 
an  overall  summary.  Nine  appendixes  provide  further  details  on  the 
methodology  and  the  findings. 

As  in  other  states,  the  corporate  tax  structure  in  Massachusetts  is 
quite  complicated.  The  federal  tax  code  influences  tax  liabilities,  since  it 
defines  the  starting  point  for  state  taxation  of  corporate  income.  State 
lawmakers  enact  deductions  and  credits  that  may  be  taken  for  specific 
purposes.  Also,  Massachusetts  levies  a  tax  on  property  or  net  worth  under  the 
non-income  component  of  the  corporate  excise.  It  would  be  very  surprising  if 
these  myriad  tax  rules  led  to  a  totally  level  playing  field.  Indeed,  the 
study  concludes  that  the  property  and  net  worth  excise  leads  to  substantial 
differences  in  the  fraction  of  net  income  that  is  paid  in  taxes.  This  is 
especially  true  when  hard  economic  times  result  in  depressed  levels  of  income. 

In  most  respects,  however,  the  playing  field  is  quite  level.  Only  a  few 
corporations  use  Massachusetts  tax  preferences  to  achieve  a  very  low  effective 


Considerable  information  on  how  income  and  property  taxes  in 
Massachusetts  (including  local  taxes  and  personal  taxes)  compare  with  other 
states  is  contained  in  another  report  to  the  Commission,  entitled 
"Massachusetts'  Tax  Competitiveness." 


rate  or  level  of  taxation.  Recent  declines  in  the  fraction  of  multistate 
income  allocated  to  Massachusetts  seem  plausible,  given  changes  in  the 
economic  environment.  Finally,  most  differences  in  effective  tax  rates  across 
industries  and  size  categories  tend  to  be  minor. 

II.  Description  of  Corporate  Taxation  in  Massachusetts 
Tax  Rules  for  Business  Corporations 

A  business's  liability  under  the  corporation  excise  tax  is  influenced  by 
a  variety  of  factors  (Chart  l).2  Taxable  income  depends  in  large  part  on 
federal  corporate  income  tax  rules  and  an  estimate  of  the  share  of  income 
arising  in  Massachusetts.  The  non-income  excise  depends  on  property  located 
in  Massachusetts  or  the  taxpayer's  net  worth.  Tax  credits  may  be  used  to 
offset  total  excise  tax  payments.  Finally,  the  minimum  excise  provides  a 
lower  bound  for  a  corporation's  tax  liability. 

The  Income  Excise 

The  Massachusetts  corporation  excise  has  two  major  components:  the 
income  excise  and  the  non-income  excise.  As  is  the  case  for  most  other  states 
that  tax  corporate  income,  Massachusetts  starts  with  the  definition  of  net 
income  under  the  federal  corporate  income  tax,  specifies  a  few  adjustments, 
and  uses  a  three-factor  formula  to  apportion  income  to  the  state.3  The 
Massachusetts  adjustments  are  an  attempt  to  derive  a  measure  of  income  that  is 


2See  Appendix  I  for  a  more  detailed  description  of  Massachusetts  tax 
provisions. 

3Forty-five  states  and  the  District  of  Columbia  levy  a  corporate  income 
tax.  All  but  four  of  these  jurisdictions  start  with  federal  definitions  of 
taxable  income.  Many  jurisdictions  use  a  three-factor  formula  involving 
payroll,  property,  and  sales  to  apportion  income.  See  Appendix  II  for  further 
details. 
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Computation  of  the 
Massachusetts  Business 
Corporation  Excise 


1  Gross  Receipts  or  Sales 

1 

Subtract  Federal  Deduction  for  Cost  of  Goods  Sold 

I 

2  Gross  Profit  (Loss) 

1 

Add  Other  Incomes  and 

Subtract  Federal  Deductions  for  Other  Costs 

i 

3  Federal  Net  Income  (Loss) 

1 

Apply  Massachusetts  Adjustments 

i 

4  Income  (Loss)  Subject  to  Apportionment 

i 

Multiply  by  Apportionment  Percentage 
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Massachusetts  Income  (Loss)  I   I  Adjusted  Federal  Net  Income  (Loss)  after  Apportionment 
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Subtract  Massachusetts  Deductions 

i 

6  Massachusetts  Taxable  Income  (Loss) 

1 

Multiply  by  Tax  Kate  of  9.5% 

i 

7  Income  Excise  (Minimum  =  SO) 
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8  Taxable  Massachusetts  Tangible 
Property  or  Apportioned  Net  Worth 
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MultipybyTaxRateofO.26% 

I 

9  Non-Income  Excise 
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Subtract  Tax  Credits  (limited  to  50%  of  Total 
Excise  Before  Credits) 
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1 0     Excise  Due  (Minimum  =  $228  before  1 988, 
$456  thereafter) 
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Add  Amount  of  Investment 
Tax  Credit  Recapture 
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Total  Corporation  Excise 


appropriate  for  state  purposes.  Most  notably,  the  federal  corporate  income 
tax  base  reflects  a  deduction  for  state,  local,  and  foreign  taxes  paid. 
Massachusetts  and  many  other  states  do  not  allow  these  taxes  to  be  deducted.4 
The  apportionment  factors  are  the  proportions  of  the  taxpayer's  payroll, 
property,  and  sales  located  in  Massachusetts;  the  sales  factor  is  double 
weighted.5  Corporations  may  claim  deductions  for  Massachusetts  tax  purposes 
for  costs  from  the  installation  of  any  solar-  or  wind-powered  climate  control 
or  water  heating  units,  and  for  a  portion  of  wages  paid  to  certain  poverty 
area  employees.  The  income  component  of  the  excise  equals  the  resulting 
Massachusetts  taxable  income  multiplied  by  9.5  percent.  If  taxable  income  is 
negative,  the  income  excise  is  zero. 

The  Non-Income  Excise 

The  non-income  component  of  the  excise  is  idiosyncratic  to  the 
Commonwealth.6  If  10  percent  or  more  of  a  taxpayer's  assets  allocated  to 


4For  further  information,  see  Appendix  II.  Massachusetts  taxes  interest 
received  from  non-Massachusetts  state  and  local  government  bonds;  these  are 
exempt  from  federal  taxation.  Massachusetts  deductions  for  dividends  received 
from  affiliated  companies  are  different  from  the  federal  provisions.  The 
Massachusetts  rules  related  to  deductions  for  operating  losses  incurred  in 
previous  years  are  less  generous  than  the  federal  rules  (especially  prior  to 
1990).  Because  federal  net  income  is  drawn  from  line  28  of  Form  1120  and 
dividend  deductions  and  net  operating  loss  carryovers  are  shown  on  lines  29a 
and  29b  of  Form  1120,  both  items  show  up  as  reductions  to  federal  net  income 
in  computing  income  subject  to  apportionment,  even  when  the  deductions  are 
smaller  for  Massachusetts  than  for  federal  tax  purposes. 

5The  idea  behind  double  weighting  sales  is  to  put  relatively  less  weight 
on  the  payroll  and  property  factors,  so  as  not  to  discourage  companies  from 
locating  their  production  facilities  in  Massachusetts.  Fourteen  other  states 
also  double-weight  sales.  See  Appendix  II. 

6A  total  of  27  states  have  some  form  of  a  balance  sheet  tax. 
Massachusetts,  Connecticut,  and  New  Jersey  include  a  balance  sheet  levy  in 
their  corporate  income  or  excise  tax.  The  states  with  separate  balance  sheet 
taxes  vary  greatly  as  to  what  they  use  as  the  tax  base.  For  further 
information,  see  Appendix  II. 


Massachusetts  consist  of  tangible  property,  the  taxpayer  is  subject  to  a  state 
property  tax  levied  on  that  portion  of  its  property  not  taxed  by  local 
governments.  Property  subject  to  state  taxation  includes  inventories, 
equipment  other  than  motor  vehicles,  and  manufacturing  machinery.  (Non- 
manufacturing  machinery  is  subject  to  local  taxation.)  Other  taxpayers  are 
referred  to  as  "intangible  property"  corporations.  They  are  subject  to  a  tax 
on  their  net  worth,  multiplied  by  the  fraction  of  their  income  that  is 
apportioned  to  Massachusetts,  less  locally  taxed  property.  Both  tangible  and 
intangible  property  taxpayers  are  taxed  at  a  rate  of  0.26  percent. 

Tax  Credits 

Taxpayers  may  also  claim  certain  credits,  of  which  the  most  commonly 
used  is  the  investment  tax  credit.  This  credit  equals  1  percent  of  plant  and 
equipment  spending  in  eligible  industries — manufacturing,  research  and 
development,  agriculture,  and  commercial  fishing.7  The  total  amount  of 
credits  may  not  offset  more  than  50  percent  of  the  total  excise  before 
credits.8  Unused  credits  may  be  carried  forward  to  future  years. 

The  Minimum  Excise 

Two  final  provisions  may  raise  the  amount  of  tax  paid.  First,  the 
taxpayer  compares  the  amount  of  its  computed  tax  liability  against  the  minimum 
excise  of  $456  ($228  before  1988).  If  the  result  of  the  calculations  is  below 


7The  investment  tax  credit  recently  increased  from  1  percent  to  3 
percent,  but  for  the  years  1986  and  1990,  it  was  1  percent. 

8As  of  1990,  the  other  credits  were  the  universal  health  care  credit  for 
introducing  an  employee  health  insurance  plan,  a  property  tax  credit  for  new 
or  expanded  facilities  in  certain  poverty  areas,  and  the  vanpool  credit  for 
purchasing  or  leasing  company  shuttle  vans  under  a  ridesharing  program.  The 
universal  health  care  credit  is  not  restricted  by  the  50  percent  rule.  As  of 
1991,  corporations  are  eligible  for  a  research  credit  in  Massachusetts; 
specific  rules  limit  how  much  tax  this  credit  may  offset.  See  Appendix  I. 


but  the  flexibility  to  choose  may  result  in  a  lower  tax  burden,  especially  for 
groups  with  losses  to  apportion  across  states.12 
Special  Tax  Rules 

Certain  types  of  corporations  are  subject  to  specialized  tax  rules.  For 
example,  the  Commonwealth  has  separate  bank  and  insurance  excises;  these  are 
analyzed  in  other  reports  prepared  for  the  Commission.13  However,  this  study 
does  encompass  corporations  covered  by  three  other  specialized  sets  of  tax 
rules.14 

Public  utilities  are  subject  to  the  public  service  corporation  franchise 
tax.  This  levy  consists  of  a  6.5  percent  income  tax  and  no  property  or  net 
worth  component.  Public  service  corporations  are  allowed  no  tax  credits  and 
are  not  subject  to  a  minimum  excise.  Also,  they  must  file  as  single  entities. 

Through  1985,  Massachusetts  treated  Subchapter  S  corporations  as  regular 
business  corporations.  By  contrast,  the  federal  government  allowed  these 
corporations—which  are  closely  held  and  have  only  one  class  of  stock— to  be 
taxed  as  partnerships.  The  new  Massachusetts  rules  move  closer  to  the  federal 
rules.  All  S  corporations  continue  to  be  subject  to  the  non-income  excise, 


12See  Appendix  III.  By  removing  the  option  of  consolidated  filing,  the 
tax  liability  of  groups  among  the  250  largest  taxpayers  was  estimated  to 
increase  by  $14  million,  or  7  percent.  This  amount  is  45  percent  of  the  total 
net  change  in  the  Commonwealth  250' s  tax  liability  due  to  federal  and 
Massachusetts  tax  law  changes  between  1986  and  1990. 

13See  "Alternatives  for  Modernizing  the  Massachusetts  Bank  Tax  Structure" 
and  "[insurance  paper]". 

uAs  of  1984,  small  business  corporations  may  file  using  simplified  tax 
returns,  but  the  tax  rules  are  the  same  as  for  regular  corporations.  See 
Appendix  I. 
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but  only  large  S  corporations  pay  any  income  excise,  and  the  tax  rates  are 
lower  than  for  regular  corporations.15 

Securities  corporations,  a  designation  introduced  in  1988,  pay  an  excise 
based  on  their  gross  income,  and  they  are  not  subject  to  a  tangible  property 
or  a  net  worth  tax. 

III.  Description  of  the  1986-1990  Time  Period  and  Sample 

The  study  covers  a  sample  of  26,116  corporations  and  corporate  groups 
paying  Massachusetts  taxes  for  both  1986  and  1990  (Table  l).16  The  1986  to 
1990  period  encompasses  sharp  changes  in  the  Massachusetts  economy,  a  major 
federal  tax  reform,  and  several  alterations  in  Massachusetts  tax  rules. 
The  Economic  Environment 

In  the  mid  1980s,  the  Massachusetts  economy  was  booming.  Using  the  most 
common  gauge  of  economic  strength,  nonagricultural  employment,  one  finds 
60,000  net  new  jobs  were  added  during  1986,  91,000  in  1987,  and  45,000  in 


15See  Appendix  I  for  further  details.  This  change  is  especially 
important  in  the  wake  of  the  federal  Tax  Reform  Act  of  1986,  which  has  been 
found  to  encourage  the  use  of  Subchapter  S  status.  S  corporations  increased 
from  24.1  percent  of  all  federal  corporate  income  tax  filers  in  1986  to  39.2 
percent  in  1989.  See  Plesko  (1993). 

16A  total  of  105,011  business  corporations  filed  excise  tax  returns  for 
tax  year  1986.  For  statistical  and  analytical  purposes,  the  Department  of 
Revenue  constructed  a  stratified  random  sample  consisting  of  39,965  taxpayers 
All  large  taxpayers  and  a  fraction  of  smaller  taxpayers  are  included  in  this 
sample.  Using  a  computerized  search  for  matching  taxpayer  identification 
numbers,  the  Department  of  Revenue  identified  taxpayers  who  had  filed  1990 
returns  by  November  1992  and  some  additional  prominent  corporations  that  had 
filed  1990  returns  after  November  1992.  The  study  also  examines  all  public 
services  corporations  that  filed  returns  for  1990.  For  further  information, 
see  Appendix  IV.  1990  is  the  latest  possible  year  for  which  a  detailed 
analysis  is  possible.  A  corporation's  tax  year  1990  may  end  as  late  as 
November  1991,  and  the  annual  tax  return  may  be  filed  up  to  three  and  a  half 
months  after  the  close  of  its  fiscal  year.  Some  taxpayers  apply  for 
extensions,  but  must  pay  interest  and  perhaps  penalties  if  tax  payments  are 
made  after  specified  quarterly  and  annual  deadlines. 


1988.  In  early  1989,  the  economy  was  starting  its  biggest  slump  since  the 
Great  Depression.  Almost  400,000  jobs  were  lost  between  the  December  1988 
peak  and  the  December  1992  trough.  The  sharpest  boom-bust  pattern  occurred  in 
construction.  Manufacturing  employment  started  declining  in  1984,  way  ahead 
of  the  rest  of  the  economy,  and  still  has  not  stabilized.  These  conditions 
are  reflected  in  the  bankruptcy  rates  in  our  study  period.  Just  over  2,000 
Massachusetts  companies  declared  bankruptcy  in  1986,  compared  to  about  10,000 
in  1990  and  14,000  in  1991. 

The  Tax  Environment 

The  federal  Tax  Reform  Act  of  1986,  most  of  which  took  effect  in  1987, 
was  designed  to  broaden  the  base  of  corporate  taxation  while  lowering  the 
statutory  tax  rate.  The  reform  was  expected  to  raise  the  effective  federal 
corporate  income  tax  rate  and  to  lower  the  degree  of  dispersion  across 
corporations.  Recent  estimates  confirm  that  the  federal  tax  reform  achieved 
these  goals.17 

Massachusetts  adopted  the  1986  federal  tax  changes  with  respect  to  the 
definition  of  taxable  income  and  enacted  a  few  changes  of  its  own.18  As 


The  General  Accounting  Office  (1992)  examined  the  financial  accounts  of 
a  sample  of  large  U.S.  corporations  to  estimate  their  effective  tax  rate, 
measured  as  corporate  income  tax  paid  relative  to  book  income.  The  average 
effective  tax  rate  in  1986  was  18.6  percent,  with  a  standard  deviation  of  20.1 
percentage  points.  The  average  effective  tax  rate  rose  to  32.9  percent  in 
1989,  but  the  standard  deviation  fell  to  9.9  percentage  points.   (The  standard 
deviation  is  a  measure  of  dispersion.) 

18The  Commonwealth  takes  as  the  starting  point  for  corporate  tax 
calculations  line  28  of  the  federal  income  tax  form.  Therefore,  to  the  extent 
that  the  Tax  Reform  Act  of  1986  affected  calculations  below  line  28,  these 
changes  were  not  reflected  in  Massachusetts  tax  liabilities.  For  example,  the 
state  does  not  use  the  federal  rules  for  determining  its  investment  tax 
credit;  therefore  the  repeal  of  the  federal  investment  tax  credit  as  of  1986 
had  no  impact  on  state  taxes.  Also,  the  state  does  not  follow  the  federal  law 
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mentioned  above,  these  changes  included  the  clarification  as  to  how 
corporations  are  to  apportion  and  combine  their  income  for  Massachusetts  tax 
purposes,  and  the  recognition  of  Subchapter  S  status.  Another  change  was  that 
all  corporations  as  of  1990  are  able  to  carry  forward  net  operating  losses  for 
a  period  of  five  years.  Previously  carryovers  were  available  only  to 
corporations  in  the  first  five  years  of  their  life.  This  change  moves 
Massachusetts  in  the  direction  of  federal  and  other  state  practices.19 

Corporate  excise  revenues  fell  sharply  over  the  period  analyzed,  from 
$814.1  million  in  FY  1987  to  $612.2  million  in  FY  1991,  a  reduction  of  25 


on  the  alternative  minimum  tax;  this  set  of  provisions  was  tightened  as  of 
1987.  Altogether  the  Tax  Reform  Act  of  1986  included  provisions  that  were 
projected  to  increase  federal  corporate  income  tax  revenues  by  $237  billion 
between  1987  and  1991.  Massachusetts  corporation  excise  tax  revenues  are  not 
affected  by  changes  in  the  tax  treatment  of  banks  and  insurance  companies,  tax 
credits,  the  minimum  tax,  and  foreign  tax  provisions.  These  changes  were 
estimated  to  account  for  $165  billion,  or  70  percent,  of  the  federal  revenue 
gain.  See  Mclntyre  (1988).  For  further  analysis,  see  Tannenwald  (1987). 
Finally,  the  reduction  of  the  federal  income  tax  rate  from  46  percent  to  34 
percent  had  no  effect  on  Massachusetts  tax  revenues. 

19The  federal  income  tax  code  allows  corporations  to  apply  losses  against 
positive  income  during  the  previous  three  years,  and  then  to  apply  remaining 
losses  against  income  over  the  following  fifteen  years.  Note  that  the  loss 
carryover  is  indicated  on  line  29  of  the  federal  tax  form;  therefore  it  does 
not  carry  through  to  the  Massachusetts  income  excise.  For  other  states' 
practices  see  Appendix  II.  The  Department  of  Revenue  estimated  that  the  state 
net  operating  loss  carryover  lowered  tax  collections  from  the  largest  250 
taxpayers  by  less  than  $1  million  in  1990.  However,  the  effect  may  have  been 
greater  as  more  companies  experienced  losses  during  the  economic  recession. 
Further  evidence  on  this  point  is  provided  in  section  IV.  Currently,  all 
jurisdictions  with  a  corporate  tax  except  Pennsylvania  have  provisions  to 
carry  losses  forward.  Thirty-one  jurisdictions  allow  carryforwards  for  15 
years,  and  the  remaining  14  jurisdictions  allow  carryforwards  for  fewer  years. 
Twenty-two  states  also  allow  corporations  to  carry  losses  back.  Another 
Massachusetts  law  change  is  that,  beginning  in  1988,  some  dividends  received 
from  affiliated  companies  are  only  95  percent  deductible,  as  opposed  to  100 
percent  deductible.  The  Tax  Reform  Act  of  1986  had  cut  back  on  dividend 
deductibility  for  federal  tax  purposes. 

11 


percent.20  According  to  an  internal  Department  of  Revenue  study  of  250  large 
taxpayers,  the  losses  due  to  the  economic  downturn  more  than  offset  the  net 
increases  caused  by  changes  in  state  and  federal  corporate  tax  policies.21 
During  the  same  interval,  public  utilities  franchise  revenues  grew  slightly, 
from  $57.6  million  in  FY  1987  to  $59.3  million  in  FY  1991. 

The  above-mentioned  economic  and  legal  changes  affected  the  tax  status 
of  corporations  in  our  sample  from  1986  to  1990.  Total  taxes  paid  by  business 
corporations  fell  from  $390  million  in  1986  to  $349  million  in  1990.  295 
group  filers  1986  changed  to  single  filing  in  1990,  perhaps  reflecting  the 
tightening  of  tax  rules  for  groups.  The  number  of  minimum  excise  filers  in 
the  sample  almost  doubled.22 
Characteristics  of  Sample  Taxpayers  in  199023 

In  1990,  10,988  business  corporations  in  the  sample  filed  as  single 
entities  and  paid  more  than  the  minimum  excise  (Table  1).  Another  856  tax 
returns  represented  corporate  groups.  These  groups  included  about  5,000 


20For  the  state  of  Massachusetts,  FY86  begins  on  July  1,  1985  and  ends  on 
June  30,  1986.  Corporations  do  not  have  the  same  fiscal  year  as  the  state. 
Tax  year  1986  for  a  corporation  must  begin  in  calendar  year  1986.  Therefore, 
state  FY87  and  FY91  correspond  closely  to  the  corporate  data  for  tax  years 
1986  and  1990  examined  in  this  study. 

21The  Massachusetts  Department  of  Revenue  estimated  a  drop  of  tax 
liability  for  the  "Commonwealth  250"  between  1986  and  1990  of  $36  million  or 
18  percent.  The  losses  resulting  from  the  regional  economic  recession  were 
estimated  at  $75  million  or  37  percent,  and  the  gains  from  changes  in  tax  laws 
were  estimated  at  only  $31  million  or  15  percent.  Another  $8  million  of 
revenue  gain  was  due  to  lower  usage  of  tax  credits. 

22These  statistics  do  not  reflect  minimum  tax  filers  that  were  part  of  a 
combined  group,  only  those  corporations  filing  as  single  entities. 

23For  further  information,  see  Appendix  IV. 
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Table  1 

Corporations  in  the  1986-90  Sample 


Number  of  Taxpayers  1986  1990 


Business  Corporations 
Single  Entity  Filers  Paying 
More  than  the  Minimum  Excise 

Total  17,908  10,988 

Excluding  S  Corporations         n.a.a  8,326 

Group  Filers  Paying  More  than 

$456  ($228  in  1986)  801  856 

Single  Entity  Filers  Paying  the 
Minimum  Excise 

Total 

Excluding  S  Corporations 

Public  Service  Corporations 

Subtotal 

Unusable  Tax  Returns 

Discrepancy  Due  to  Group 
Combinations 


Total  26,116  26,116 

*S  corporations  were  taxed  under  the  same  rules  as  other  corporations  in  1986 
Fifty-three  single  entity  tax  returns  had  extremely  poor  information. 
Thirty-two  taxpayers  were  classified  as  groups,  but  paid  a  tax  of  only  $456. 
In  actuality,  these  taxpayers  probably  were  part  of  other  combined  groups. 
cReflects  taxpayers  that  were  classified  as  single  entities  in  1986,  but  were 
included  as  group  filers  in  1990. 


7,557 

14,108 

n.a. 

9,126 

79 

79 

26,345 

26,031 

0 

85b 

-229c 

0 

individual  corporations,  just  over  half  of  which  paid  the  minimum  excise.24 
Another  14,108  tax  returns  were  single  entities  paying  the  $456  minimum. 
Finally,  the  sample  includes  79  public  service  corporations. 

These  types  of  taxpayers  differ  greatly  with  respect  to  tax  payments, 
size,  profitability,  and  industrial  mix.  The  median  single  entity  filer  paid 
$2,133  in  taxes  in  1990  (excluding  those  paying  the  minimum  excise),  but  the 
existence  of  some  large  taxpayers  brought  the  mean  up  to  $16,040  (Chart  2a).25 
The  average  tax  payment  for  corporate  groups  was  $194,294.  Because  there  are 
so  many  more  of  them  in  the  sample,  however,  single  entity  filers  accounted 
for  slightly  more  than  half  of  the  total  revenues  for  the  sample,  and  group 
filers  for  slightly  less  than  half  (Chart  2b). 

Group  filers  also  had  far  larger  gross  receipts  than  single  filers 
(Chart  3).  Gross  receipts  is  a  concept  specified  on  federal  corporate  income 
tax  returns,  and  it  is  the  basic  measure  of  corporate  size  used  in  this  study. 
It  includes  sales  revenues  but  excludes  dividends,  interest,  rental  income, 
and  capital  gains  or  losses.  The  median  group  had  gross  receipts  of  $9.9 
million,  six  times  the  value  for  single  filers  paying  more  than  the  minimum 
excise.  However,  the  single  filer  sample  also  included  some  large  taxpayers: 


24No  further  data  are  available  on  the  corporations  within  groups  in 
1990;  no  breakdown  at  all  is  available  for  1986.  Henceforth,  all  statistics 
regarding  the  minimum  excise  refer  to  single  entities. 

25The  mean  is  the  arithmetic  average  of  the  sample.  The  median  is  the 
level  at  which  half  the  observations  have  higher  values  and  half  lower.  If 
the  mean  is  greater  than  the  median,  this  indicates  that  the  sample  is  skewed. 
That  is,  the  top  half  includes  some  very  large  values.  This  is  often  the  case 
with  tax  data  for  corporations,  where  the  mean  reflects  results  for  corporate 
giants.  The  median  is  not  affected  by  such  outliers;  essentially  it  gives 
equal  weight  to  small  and  large  observations.  In  this  study,  to  preserve  the 
confidentiality  of  tax  return  information,  the  median  values  for  dollar 
concepts  such  as  tax  payments  and  gross  receipts  are  constructed  as  the 
averages  for  the  forty-fifth,  fiftieth,  and  fifty-fifth  percentile  values. 
See  Appendix  V. 
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Chart  2a 

Massachusetts  Corporate  Excise,  1990  Sample 
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Chart  2b 

Distribution  of  Corporation  Excise  Tax  Revenues 


Single  Entity  Filers 

PayingMore  than  the  Minimum  Excise 
(Excluding  S  Corporators) 
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Corporation  Excise  Tax  Revenues: 
Total  in  Sample  $349.0  million 
Total  Collected  in  FY91  $612.2  million 


Public  Service  Franchise  Tax  Revenues: 
Total  in  Sample  $60.2  million 
Total  Collected  in  FY91  $59.3  million 


Chart  3 

Corporate  Gross  Receipts,  1990  Sample 

Median  Gross  Receipts 
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Single  Entity  Filers 
Paying  More  than  the  Minimum  Excise 


Group  Filers  Paying 
More  than  $456 
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$3.7  million  S^™11110" 


Single  Entity  Filers 
Paying  the  Minimum  Excise 


the  mean  value  of  gross  receipts  was  $63.6  million.  Single  entity  payers  of 
the  minimum  excise  typically  were  much  smaller  corporations,  with  median  gross 
receipts  of  $240,000  and  mean  gross  receipts  of  $3.7  million. 

Different  categories  of  taxpayers  also  showed  varying  degrees  of 
profitability,  as  measured  on  their  federal  tax  return.  Group  filers  were 
less  likely  to  show  positive  net  income  than  single  entity  filers  (Chart  4). 
Only  a  small  minority  of  minimum  taxpayers,  21.6  percent,  had  positive  federal 
net  income. 

Roughly  three-quarters  of  non-minimum  single  entity  and  group  taxpayers 
were  in  manufacturing,  trade,  or  services  (Chart  5).  The  single  entity 
category  had  substantially  greater  representation  of  construction  companies 
than  the  groups,  while  the  groups  were  relatively  more  concentrated  in 
finance,  insurance,  and  real  estate.  Taxpayers  paying  the  minimum  excise  were 
more  likely  to  be  in  services  and  construction,  and  less  likely  to  be  in 
manufacturing,  than  taxpayers  with  higher  liabilities. 
Ancillary  Data26 

The  tax  return  data  were  supplemented  by  additional  sources.  For  1986, 
the  Massachusetts  Department  of  Revenue  had  access  to  federal  income  tax  data 
for  corporations  that  were  part  of  the  stratified  random  sample  used  to  create 
the  Internal  Revenue  Service  Statistics  of  Income.  This  federal  sample 
included  1,368  business  corporations  in  the  Massachusetts  sample.  For  1987  to 
1990,  the  Department  of  Revenue  was  able  to  obtain  selected  federal  income  tax 


26 


For  further  information,  see  Appendix  IV 
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data  for  corporate  filers  domiciled  in  Massachusetts.  The  federal  sample  for 
1990  included  15,694  business  corporations  in  the  Massachusetts  sample.27 

Another  source  of  information  was  Compustat,  a  private  data  base  that 
contains  financial  income  and  balance  sheet  information  for  about  500  large 
companies  in  the  Massachusetts  sample.  Additional  government-issued  data  were 
used  to  cast  light  on  the  economic  fortunes  of  Massachusetts  businesses  over 
the  time  period  covered  in  the  study. 

IV.  Effective  Tax  Rates 
Measurement 

As  mentioned  in  the  introduction,  any  meaningful  comparisons  of  tax 
burdens  for  different  categories  of  corporations  must  compare  taxes  paid  to 
some  reasonable  tax  base.  This  study  computes  effective  tax  rates  as  the 
Massachusetts  corporation  excise  (or  public  service  franchise  tax)  relative  to 
income  earned  in  Massachusetts.28 

Income  earned  in  Massachusetts  is  not  an  unambiguous  concept.  For  this 
reason,  two  alternatives  are  examined.  The  first  alternative  is  Massachusetts 
income  as  specified  by  Massachusetts  tax  law.  This  is  adjusted  federal  net 
income  after  apportionment  (point  5  in  Chart  1).  The  second  alternative  is 


The  1990  federal  sample  is  not  as  complete  at  that  in  the  earlier 
years,  because  many  corporations  would  have  filed  after  the  August  1991  date 
for  creating  the  sample.  See  Appendix  IV  for  further  information. 

28The  choice  of  income  as  a  reasonable  tax  base  reflects  the  view  that 
taxes  should  be  levied  in  proportion  to  a  taxpayer's  ability  to  pay.  Two 
caveats  may  be  raised.  First,  a  corporation's  ability  to  pay  may  be  greater 
than  the  income  it  earns  currently.  For  example,  it  could  generate  income  by 
selling  some  of  its  assets.  However,  such  a  move  would  tend  to  impair  its 
income  stream  in  future  years.  Second,  another  approach  would  be  to  tax 
according  to  the  benefits  that  the  corporation  receives  from  society, 
including  its  use  of  public  facilities  and  public  services.  Alternative  views 
of  how  taxes  should  be  imposed  are  discussed  further  in  Appendix  IX. 
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income  reported  in  the  taxpayer's  financial  statements  ("book  income")  times 
the  apportionment  percentage  computed  on  the  basis  of  Massachusetts  tax  law. 

The  use  of  adjusted  federal  net  income  after  apportionment  abstracts 
from  any  effects  of  the  federal  corporate  income  tax  and  the  adjustments  in 
computing  income  subject  to  apportionment.  It  looks  at  the  tax  provisions 
that  come  into  play  only  after  the  taxpayer  has  allocated  a  portion  of  its 
total  income  to  Massachusetts.  Under  this  approach,  any  differences  across 
corporations  or  time  periods  are  due  to  Massachusetts  deductions,  the  non- 
income  excise,  and/or  tax  credits.  In  addition,  S  corporations  and  public 
services  corporations  face  income  tax  rates  different  from  those  of  regular 
business  corporations.29 

Book  income  represents  the  corporation's  own  assessment  of  its  financial 
position,  as  reported  to  shareholders.  The  use  of  apportioned  book  income  in 
effective  tax  rates  implicitly  reflects  the  view  that  federal  and  state  tax 
credits  or  deductions  in  excess  of  the  costs  reported  on  a  corporation's 
income  statement  constitute  preferential  treatment.30  Several  prominent 
studies  of  federal  taxation  of  corporations  have  taken  this  approach  to 
measuring  effective  tax  rates.31 


'Securities  corporations  are  taxed  on  gross,  not  net,  income.  For  this 
reason,  they  are  omitted  from  the  analysis  of  effective  tax  rates.  Also,  for 
reasons  indicated  below,  taxpayers  subject  to  the  minimum  excise  are  analyzed 
using  a  different  methodology.  However,  the  calculated  effective  tax  rate  for 
a  group  of  taxpayers  may  be  affected  if  one  or  more  members  of  the  group  pay 
the  minimum  excise. 

30Like  the  tax  system  definition,  book  income  is  not  a  perfect  measure. 
Accounting  rules  allow  corporations  considerable  discretion  in  shifting  income 
and  costs  from  one  period  to  another.  Also,  neither  tax  accounts  nor 
financial  accounts  are  corrected  for  distortions  due  to  inflation. 

31See  Citizens  for  Tax  Justice  (1985),  Tax  Analysts  (1985),  and  the 
General  Accounting  Office  (1992).  For  measuring  the  numerator,  these  studies 
used  taxes  paid  derived  from  financial  statements.  This  resulted  in 
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These  measures  suffer  from  two  common  problems.  First,  they  take  as 
given  the  apportionment  percentage  reported  on  the  tax  return.  For  this 
reason,  Section  V  takes  a  separate  look  at  apportionment. 

Second,  effective  tax  rates  are  not  meaningful  for  corporations  paying 
the  minimum  tax.  These  taxpayers  pay  a  low  level  of  tax,  but  often  a  high 
rate  of  tax.  For  example,  suppose  a  start-up  corporation  has  only  $10,000  in 
taxable  property  and  $1,000  in  income.  Absent  the  minimum  tax,  it  would  pay  a 
corporate  excise  of  $121  ($26  +  $95).  The  existence  of  a  minimum  tax  raises 
its  effective  tax  rate  from  12.1  percent  ($121  divided  by  $1,000)  to  45.6 
percent  ($456  divided  by  $1,000).  For  this  reason,  taxpayers  subject  to  the 
minimum  excise  are  omitted  from  the  effective  tax  rate  computations,  and  the 
reasons  they  qualify  for  the  minimum  excise  are  analyzed  in  section  VI. 


considerable  controversy  over  the  proper  treatment  of  "deferred"  taxes.  By 
contrast,  Dworin  (1985)  had  access  to  Internal  Revenue  Service  data  that 
allowed  the  use  of  taxes  paid  as  indicated  on  tax  returns. 
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Results 

Effective  Tax  Rates  Using  Adjusted  Federal  Net  Income  After 
Apportionment32 

•  The  median  single  filer  paid  an  effective  tax  rate  of  10.5  percent, 
and  less  than  5  percent  of  the  sample  paid  below  the  statutory  rate  of  9.5 
percent. 

Chart  6  shows  the  distribution  of  effective  tax  rates  for  single  entity 
filers  excluding  S  corporations  in  1990.  In  this  section  the  effective  tax 
rate  is  defined  as  the  total  amount  paid  as  a  percent  of  Massachusetts  income 
reported  on  the  tax  return.33  The  median  effective  tax  rate  was  10.5  percent. 
Half  the  sample  (between  the  twenty-fifth  and  seventy-fifth  percentiles)  was 
taxed  at  a  rate  between  9.8  percent  and  12.3  percent.  Much  more  variation 
existed  in  the  effective  tax  rates  in  the  top  half  of  the  sample  than  in  the 
bottom  half. 

Very  few  companies— less  than  five  percent  of  the  sample—paid  an 
effective  tax  rate  below  the  statutory  rate  of  9.5  percent;  less  than  one 
percent  paid  a  rate  under  7  percent.  (These  sample  percentages  are  computed 


32 


For  further  findings,  see  Appendix  VI. 


^Effective  tax  rates  are  not  meaningful  for  companies  whose  income  is 
negative.  For  example,  if  income  is  -10,000  but  the  tax  paid  is  1,000,  it 
does  not  make  any  sense  to  report  an  effective  tax  rate  of  -10  percent 
(especially  given  that  taxes  paid  are  positive).  Therefore  the  effective  tax 
rate  calculations  of  necessity  omit  corporations  for  which  the  denominator 
would  be  negative.  This  is  true  for  effective  tax  rates  based  on  adjusted 
federal  income  after  apportionment,  as  well  as  those  based  on  apportioned  book 
income. 
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with  respect  to  the  6,674  single  entity  filers  with  positive  Massachusetts 
income.) 

Massachusetts  deductions  were  not  responsible  for  low  effective  tax 
rates  to  any  significant  degree,  as  only  a  handful  of  companies  took  either 
the  alternative  energy  or  the  poverty  area  wage  deduction.34  Instead,  the  low 
effective  tax  rates  were  the  result  of  tax  credits.  Out  of  the  8,326  single 
entity  filers  paying  more  than  the  minimum  excise,  887  (10.7  percent)  claimed 
one  or  more  kinds  of  tax  credits.  The  role  of  credits  in  producing  very  low 
effective  tax  rates  is  discussed  further  below. 

Companies  paying  an  effective  tax  rate  greater  than  9.5  percent  are  ones 
for  which  the  non-income  component  of  the  excise  outweighed  tax  credits.  One- 
quarter  of  single  entity  filers  paid  an  effective  tax  rate  of  at  least  12.3 
percent,  and  the  top  ten  percent  paid  at  least  17  percent. 

Median  effective  tax  rates  were  quite  similar  across  most  industries 
(Chart  7  and  Table  2).35  As  mentioned  above,  only  certain  types  of  companies 
are  eligible  for  the  investment  tax  credit.  Indeed,  tax  credits  were  more 
significant  in  reducing  taxable  income  in  manufacturing,  mining,  and  the 
agriculture-forestry-fishing  composite  than  in  other  industries  (Table  3). 
Nevertheless,  effective  tax  rates  at  the  tenth  and  twenty-fifth  percentiles 
for  industries  eligible  for  the  investment  tax  credit  are  virtually 


34Three  companies  took  the  solar  and  wind  deduction,  and  fewer  than  three 
took  the  poverty  area  wages  deduction.  When  the  number  of  companies  in  a 
particular  category  is  less  than  three,  the  Department  of  Revenue  withholds 
that  information  to  preserve  confidentiality.  For  further  discussion  of 
confidentiality  restrictions,  see  Appendix  V. 

35For  more  detailed  industry  breakdowns,  see  Appendix  Table  VI-11. 
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Table  3 

Income  Excise,  Non-Income  Excise,  and  Tax  Credits  Relative  to  Total  Excise  by  Industry: 

Single  Entity  Filers  Paying  More  than  the  Minimum  Excise,  1990  Sample3 

Taxpayer  Averages 


Percent 

of  Total  Excise 

Industry 

Income  Excise    Non- 

-Income  Excise 

Tax  Credits0 

Agriculture,  Forestry, 
and  Fishing 

83.9 

21.1 

-5.0 

Mining 

59.6 

48.2 

-7.8 

Construction 

67.4 

32.6 

-0 

Manufacturing 

67.2 

46.4 

-13.6 

Transportation  and 
Communication 

71.1 

28.5 

0.4 

Wholesale  Trade 

60.8 

39.9 

-0.7 

Retail  Trade 

59.7 

40.3 

0 

Finance,  Insurance, 
Real  Estate 

and 

70.7 

28.4 

0.9 

Services 

79.4 

22.3 

-1.7 

Unclassified 

67.0 

33.2 

-2.9 

Total 


67.4 


35.9 


-3.3 


Memo:  Total  for  1986  Single 
Entity  Filers 


78.4 


25.4 


-3.8 


aExcludes  S  corporations  in  1990. 

bNet  of  limitation  on  credits,   investment  tax  credit  recapture,   and  statistical 

discrepancies. 


indistinguishable  from  tax  rates  in  other  industries.36  Less  than  one  percent 
of  manufacturers  had  an  effective  tax  rate  lower  than  5.3  percent. 

Companies  in  wholesale  and  retail  trade  have  a  somewhat  greater 
likelihood  of  paying  relatively  high  effective  tax  rates.  Under  the  non- 
income  portion  of  the  corporation  excise,  they  are  subject  to  considerable 
state  taxation  on  their  inventories,  but  they  are  not  eligible  for  investment 
tax  credits. 

For  public  service  corporations,  the  effective  tax  rate  was  almost 
always  6.5  percent.  This  reflects  their  lower  statutory  tax  rate  and  the  lack 
of  a  non-income  component  or  an  investment  tax  credit. 

Effective  tax  rates  did  not  vary  noticeably  across  size  groups  (Table 
4).  With  the  exception  of  companies  with  gross  receipts  under  $100,000, 
median  effective  tax  rates  ranged  from  10.4  percent  to  10.8  percent,  and  the 
dispersion  within  the  size  categories  was  similar.37  Larger  taxpayers  tended 
to  pay  less  tax  as  a  result  of  tax  credits,  but  this  was  balanced  by  a  greater 
burden  under  the  non-income  excise  (Table  5). 

•  Groups  showed  greater  dispersion  than  single  filers. 


36The  distribution  of  effective  tax  rates  in  mining  is  not  reported, 
because  of  the  small  sample  size. 

37The  category  with  positive  gross  receipts  below  $10,000  had  a  higher 
median  and  a  greater  fraction  with  quite  high  effective  tax  rates.  These 
companies  sometimes  had  considerable  property  or  net  worth.  The  findings  for 
this  category  are  not  especially  noteworthy,  however,  as  the  statistics 
represent  only  29  taxpayers.  The  next  group,  with  gross  receipts  between 
$10,000  and  $100,000  had  the  lowest  median  effective  tax  rate  among  the  size 
categories  shown. 
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Table  5 

Income  Excise,  Non-Income  Excise,  and  Tax  Credits  Relative  to  Total  Corporation 
Excise  by  Size  of  Gross  Receipts:  Single  Entity  Filers  Paying  More  than  the  Minimum 
Excise,  1990  Sample3 

Taxpayer  Averages 

Percent  of  Total  Excise 


Gross  Receipts  Income  Excise    Non-Income  Excise    Tax  Credits 

$1  under  $10,000 
$10,000  under  $100,000 
$100,000  under  $1  million 
$1  million  under  $10  million 
$10  million  under  $100  million 
$100  million  and  over 
Unreported  or  zero 

Total  67.4  35.9  -3.3 

Memo:     Total   for  1986  Single 

Entity  Filers  78.4  25.4  -3.8 


Income 

Excise 

53. 

7 

80. 

,3 

76, 

,1 

60 

.5 

63 

.3 

64 

.0 

65 

.9 

44.8 

1.5 

19.3 

0.4 

24.5 

-0.6 

44.2 

-4.7 

46.8 

-10.1 

40.7 

-4.7 

34.5 

-0.4 

'Excludes  S  corporations  in  1990. 

bNet  of  limitation  on  credits,   investment  tax  credit  recapture,   and  statistical 

discrepancies. 


The  median  group  filer  paid  an  effective  tax  rate  of  11.4  percent,  0.9 
percentage  point  higher  than  the  median  single  entity  filer  (bottom  panel  of 
Chart  6  and  Table  6).  Effective  tax  rates  also  showed  greater  dispersion. 
For  example,  manufacturers  tended  to  have  lower  effective  tax  rates  than  other 
group  filers,  as  a  result  of  high  usage  of  tax  credits  (Chart  7  and  Table  7). 
Also,  effective  tax  rates  showed  a  slight  degree  of  negative  correlation  with 
size  (Table  8).  Large  groups  made  greater  use  of  tax  credits  than  small  groups 
(Table  9),  and  effective  tax  rates  for  small  groups  were  more  sensitive  to  the 
fact  that  some  members  were  subject  to  the  minimum  excise.  (Recall  that 
minimum  taxpayers  pay  a  low  amount  of  tax,  but  that  the  existence  of  the 
minimum  excise  causes  the  tax  paid  to  rise  in  relation  to  income.) 

•  The  higher  and  more  varied  effective  tax  rates  in  1990  than  in  1986 
were  the  result  of  the  economic  downturn. 

Effective  tax  rates  were  somewhat  higher  and  more  dispersed  in  1990  than 
in  1986,  especially  for  group  filers  (Chart  8).  As  a  result  of  the  declining 
economy,  corporate  incomes  fell.  Therefore  the  income  component  fell  in 
relative  importance.  For  the  average  single  entity  taxpayer,  the  income 
component  accounted  for  67  percent  of  the  total  excise  in  1990,  down  from  78 
percent  in  1986.  For  group  filers,  on  average  the  income  portion  of  the 
excise  accounted  for  only  39  percent  of  the  total  tax  in  1990. 

•  Corporations  paying  low  effective  tax  rates  made  intensive  use  of 
available  tax  credits. 
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Table  7 

Income  Excise,  Non-Income  Excise,  Minimum  Excise,  and  Tax  Credits  Relative  to  Total  Excise 

by  Industry:  Group  Filers  Paying  More  than  $456,  1990  Sample 

Taxpayer  Averages 


Percent 

of  Tot 

al  Excise 

Industry 

Income 
Excise 

Non-Income 
Excise 

Minimum 
Excise8 

Tax 
Credits" 

Agriculture,  Forestry, 
and  Fishing 

27.0 

60.0 

17.7 

-4.7 

Construction 

29.3 

50.7 

20.2 

-0.2 

Manufacturing 

41.6 

71.2 

8.2 

-21.0 

Transportation  and 
Communication 

55.3 

34.4 

10.8 

-0.5 

Wholesale  Trade 

36.2 

52.3 

13.3 

-1.8 

Retail  Trade 

33.1 

52.2 

14.9 

-0.2 

Finance,  Insurance, 
Real  Estate 

and 

35.6 

45.8 

21.7 

-1.8 

Services 

44.4 

47.0 

19.9 

-11.4 

Total  38.8        54.7        15.4        -8.9 


Memo:  Total  for  1986  Group 
Filers  Paying  More  than 
$228  58.3        49.6         n.a.        -6.9 


Additional  tax  due  to  minimum  excise  paid  by  some  members  of  the  group.  In  1990,  on 

average  46  percent  of  group  members  were  subject  to  the  minimum  excise.  Comparable  data 

are  not  available  for  1986. 

bNet  of  limitation  on  credits,  investment  tax  credit  recapture,  and  statistical 

discrepancies. 

cNet  of  additional  tax  due  to  minimum  excise. 
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Table  9 

Income  Excise,  Non-Income  Excise,  Minimum  Excise,  and  Tax  Credits  Relative  to  Total  Excise 

by  Size  of  Gross  Receipts:  Group  Filers  Paying  More  than  $456,  1990  Sample 

Taxpayer  Averages 


Percent  of  Total  Excise 


Gross  Receipts 


Income 
Excise 

Non- Income 
Excise 

Minimum 
Excise3 

Tax 
Credits6 

26.2 

27.4 

46.5 

0 

41.2 

45.7 

17.5 

-4.5 

44.4 

64.6 

8.1 

-17.1 

41.0 

63.9 

5.8 

-13.5 

25.2 

50.4 

27.1 

-2.7 

$1  under  $1  million 
$1  million  under  $10  million 
$10  million  under  $100  million 
$100  million  and  over 
Unreported  or  zero 

Total  38.8        54.7        15.4        -8.9 

Memo:  Total  for  1986  Group 

Filers  Paying  More  than  $228     58.3        49.6         n.a.       -7.9C 

Additional  tax  due  to  minimum  excise  paid  by  some  members  of  the  group.  In  1990,  on 

average  46  percent  of  group  members  were  subject  to  the  minimum  excise.  Comparable  data 

are  not  available  for  1986. 

bNet  of  limitation  on  credits,  investment  tax  credit  recapture,  and  statistical 

discrepancies. 

cNet  of  additional  tax  due  to  minimum  excise. 


Chart  8 

Corporation  Excise  as  a  Percent  of  Adjusted  Federal 

Net  Income  after  Apportionment 


Single  Entity  Filers  Paying  More  than  the  Minimum  Excise 


Percent 


1986 

Note:   Excludes  S  corporations  in  1990. 


1990 


Percent 


Group  Filers  Paying  More  than  $456 


1986 


1990 


25th 


^percentile 


Median=50th 
percentile 


75th 
percentile 


As  noted  before,  few  taxpayers  paid  very  low  effective  tax  rates  in 
relation  to  Massachusetts  income.  This  section  provides  more  insight  into  how 
these  select  few  were  able  to  reduce  their  tax  burdens. 

In  1990,  only  21  single  filers  in  the  sample  (excluding  S  corporations) 
paid  an  effective  tax  rate  less  than  5  percent.  Their  actual  tax  payments 
varied  considerably:  the  tenth  percentile  taxpayer  paid  about  $500  while  the 
ninetieth  percentile  taxpayer  paid  about  $120,000  of  Massachusetts  excise. 

Eight  out  of  the  21  taxpayers  paid  no  income  excise.  The  Department  of 
Revenue  believes  that  these  taxpayers  were  erroneously  identified  as  single 
entity  filers  in  the  sample;  in  actuality,  they  were  part  of  a  group  and 
therefore  (as  required  by  Massachusetts  law)  their  income  excise  would  have 
been  recorded  on  their  parent's  tax  return. 

The  remaining  13  taxpayers  made  significant  use  of  available  tax 
preferences.  Several  taxpayers  took  considerable  credits  for  research 
expenditures  and  for  introducing  universal  health  care  coverage  for  their 
employees.   It  appears  that  the  sum  of  these  two  credits  exceeded  $300,000  for 
several  taxpayers.38  At  least  five  taxpayers  took  the  vanpool  credit,  which 
offset  $97,000  or  more  in  tax  liability  for  the  top  several  taxpayers.  At 
least  five  taxpayers  claimed  the  investment  tax  credit;  this  credit  offset 
$17,000  or  more  in  tax  liability  for  several  taxpayers.  There  was  also  some 


For  tax  year  1990,  no  separate  line  existed  on  the  tax  form  to  record 
the  research  credit  introduced  at  the  beginning  of  calendar  year  January  1, 
1991.  Therefore  taxpayers  reported  their  research  credits  on  the  lines  for 
other  tax  credits,  resulting  in  some  ambiguity  as  to  the  type  of  tax  credits 
taken.  The  universal  health  care  credit  is  the  first  credit  reported  on  the 
1990  tax  return;  therefore  it  seems  likely  that  taxpayers  used  this  line  of 
the  tax  form  to  report  research  credits.  The  Department  of  Revenue  has 
examined  the  tax  returns  discussed  in  this  section  to  confirm  that  the 
universal  health  care  credit  alone  (which  is  limited  to  relatively  small 
employers)  did  not  account  for  a  very  large  tax  reduction  for  any  corporation. 
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carryover  of  unused  credits  from  prior  years  and  some  deduction  for  poverty 
area  employment,  but  it  appears  that  the  absolute  amounts  of  tax  reduction 
involved  were  relatively  small  compared  to  the  other  tax  preferences. 

Table  10  indicates  to  what  extent  corporations  paying  low  effective  tax 
rates  also  paid  low  effective  tax  rates  in  1986.  By  and  large,  it  appears 
that  the  payment  of  low  rates  is  a  temporary  phenomenon.  No  taxpayer  paying 
less  than  5  percent  in  1990  did  so  in  1986.  Broadening  the  definition  of  "low 
rate"  to  extend  to  effective  tax  rates  between  5  percent  and  9.5  percent,  the 
data  indicate  that  fewer  than  half  these  taxpayers  paid  low  rates  in  1986. 39 

•  No  major  inequalities  existed  between  corporations  subject  to  the 
property  tax  and  those  subject  to  the  net  worth  tax. 

One  of  the  oddities  of  the  Massachusetts  tax  law  is  that  some 
corporations  are  subject  to  the  property  tax,  while  others  are  subject  to  the 
net  worth  tax.  On  the  surface,  it  would  appear  that  this  might  lead  to 
significant  discrepancies  in  effective  tax  rates  across  the  two  categories  of 
corporations.  Yet  the  evidence  does  not  confirm  this  hypothesis  (Table  11). 

Among  single  entity  filers  in  1990,  those  subject  to  the  property  tax 
paid  a  median  effective  tax  rate  of  10.5  percent  and  those  subject  to  the  net 
worth  tax  paid  a  median  effective  tax  rate  of  10.7  percent.  Only  at  the 
ninetieth  percentile  do  the  effective  tax  rates  look  any  different.  Among 
group  filers,  those  subject  to  the  property  tax  paid  a  somewhat  lower 


39A  taxpayer  can  claim  the  universal  health  care  credit,  which  was 
introduced  in  1990,  for  a  maximum  of  only  two  years,  so  this  credit  should  not 
be  a  factor  in  creating  chronic  low  effective  tax  rates. 
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Table  11 

Corporation  Excise  Tax  as  a  Percent  of  Adjusted  Federal  Net  Income  after 
Apportionment:  Taxpayers  Subject  to  Property  Tax  versus  Taxpayers  Subject  to  Net 
Worth  Tax,  1990  Sample3 


10th 


Percentile 


25th 


Median  = 
50th 


75th 


90th 


Total  Number 
of  Taxpayers 


Single  Entity  Filers 
Paying  More  than  the 
Minimum  Excise 

Subject  to  Property  Tax   9.6 

Subject  to  Net  Worth  Tax   9.7 

Group  Filers  Paying 
More  than  $456 

Subject  to  Property  Tax   8.7 

Subject  to  Net  Worth  Tax   9.7 

Subject  to  Both  Property 
and  Net  Worth  Taxes     9.7 


9.9    10.5    12.5    27.7 
10.1    10.7    12.8    17.0 


9.9    10.8    14.3    34.2 
10.5    11.5    16.1    31.3 


10.3    11.5    14.4    38.8 


6,932 
3,583 


252 
212 

365 


'Excludes  S  corporations.  Computed  only  for  taxpayers  with  positive  income 


effective  tax  rate  than  others  (through  the  seventy-fifth  percentile),  but 
these  differences  were  not  particularly  large. 

Effective  Tax  Rates  Using  Apportioned  Book  Income40 
The  use  of  apportioned  book  income  in  the  denominator  adds  two  new 
elements  to  the  analysis:  differences  between  net  income  for  book  and  federal 
tax  purposes,  and  adjustments  to  the  federal  tax  definition  of  net  income  to 
derive  income  apportionable  to  Massachusetts.  As  noted  above,  the  federal  Tax 
Reform  Act  of  1986  eliminated  or  reduced  many  tax  preferences,  starting  in 
1987.  These  included  changes  in  accounting  for  inventories,  long-term 
contracts,  and  depreciation.  Because  these  changes  carried  through  to  the 
income  excise  in  Massachusetts,  one  would  expect  to  find  that  the  effective 
tax  rate  using  the  book  income  measure  increased  considerably  from  1986  to 
1990.   On  the  other  hand,  the  change  in  the  Massachusetts  law  permitting  all 
corporations  (not  just  young  corporations)  to  carry  forward  net  operating 
losses  would  tend  to  have  the  opposite  effect.  To  the  extent  that  the  federal 
tax  reform  created  a  more  level  playing  field,  this  result  should  also  carry 
through  to  Massachusetts. 

•  Hith  the  adoption  of  federal  tax  law  changes,  Massachusetts  effective 
tax  rates  based  on  book  income  showed  less  dispersion  in  1990  than  in  1986. 

The  information  on  book  income  comes  from  Compustat,  and  it  is  limited 
to  just  over  500  companies  in  1990.  These  are  predominantly  large 


40For  further  findings,  see  Appendix  VII. 
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manufacturers.41  It  is  impossible  to  know  for  certain  without  further 
research  how  closely  the  definition  of  the  corporation  or  corporate  group  for 
purposes  of  financial  accounting  corresponds  to  the  definition  of  the  entity 
for  Massachusetts  tax  or  federal  tax  purposes.  The  available  evidence 
indicates  that  considerable  definitional  differences  exist  for  some 
companies.  c     Therefore  the  effective  tax  rate  measures  using  book  income 
would  tend  to  overstate  the  degree  of  disparities  across  corporations  in  any 
given  year.  On  the  other  hand,  these  measures  do  form  a  useful  benchmark  for 
comparing  1986  and  1990,  since  consolidation  practices  probably  remained 
similar  for  many  taxpayers. 

On  the  basis  of  apportioned  book  income,  the  median  effective  tax  rate 
was  about  12  percent  in  1990,  both  for  single  entities  and  for  group  filers 
(Tables  12  and  13). 43  The  typical  corporation  had  a  much  lower  Massachusetts 


For  1986,  the  Department  of  Revenue  also  had  access  to  book  income 
data  from  federal  corporate  income  tax  statistics.  This  additional  source 
brought  the  total  number  of  observations  in  1986  to  over  1,100.  The  federal 
tax  data  tended  to  include  more  smaller  companies  and  more  companies  with 
losses.  The  number  of  positive  book  income  observations  was  similar  in  the 
two  years. 

Examining  a  sample  of  over  1,000  corporations,  Dworin  (1985)  found  that 
"book"  assets  averaged  only  81  percent  of  "federal  tax"  assets  in  1981. 
Dworin  attributed  the  disparities  to  different  practices  with  respect  to 
including  or  excluding  subsidiaries  for  financial  accounting  versus  tax 
purposes.  In  the  1990  Massachusetts  sample,  among  single  entity  filers  for 
which  federal  tax  data  were  available,  "Massachusetts  tax"  assets  averaged  91 
percent  of  "federal  tax"  assets.  The  Massachusetts  median  was  also  91  percent 
of  the  federal  median.  For  group  filers  the  ratio  of  the  means  was  123 
percent,  and  the  ratio  of  the  medians  was  97  percent.  In  both  the  Dworin 
sample  and  the  Massachusetts  sample,  there  was  considerable  variation  across 
companies. 

43Information  was  available  for  too  few  public  services  corporations  in 
the  sample  to  permit  the  computation  of  effective  tax  rates  based  on 
apportioned  book  income.  However,  a  comparison  of  financial  rates  of  return 
for  public  utilities  and  other  Massachusetts-based  corporations  from  the 
Compustat  data  base  is  presented  in  Appendix  Table  VI 1-6 . 
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effective  tax  rate  relative  to  its  book  income  in  1986.  The  median  single 
filer  had  a  rate  of  5.7  percent,  and  the  median  group  filer  had  a  rate  of  7.7 
percent.  Differences  across  taxpayers  with  respect  to  effective  tax  rates 
became  much  less  pronounced  in  1990  as  a  result  of  the  adoption  of  the  federal 
tax  law  changes  (Chart  9).  In  particular,  fewer  corporations  paid  low  tax 
rates.  The  reasons  for  these  dramatic  changes  were  that,  for  many  taxpayers, 
net  income  for  federal  tax  purposes  was  a  higher  fraction  of  book  income  as  a 
result  of  the  Tax  Reform  Act  of  1986,  and  the  definition  of  the  federal  tax 
base  became  more  consistent  across  corporations  (Tables  14  and  15). 44 
Apportionable  Income  Compared  to  Federal  Net  Income 

•  Massachusetts  adjustments  were  more  likely  to  raise  than  to  lower 
apportionable  income,   compared  to  federal  net  income. 

For  the  majority  of  Massachusetts  taxpayers,  income  subject  to 
apportionment  was  slightly  higher  than  federal  net  income.45  The  median 
single  entity  filer  in  1990  calculated  its  Massachusetts  share  on  an  income 
base  that  was  6.4  percent  greater  than  what  appeared  on  line  28  of  the  federal 
tax  return  (Table  16).  The  increases  ranged  from  about  4  percent  in 
manufacturing  to  about  10  percent  in  agriculture-forestry-fishing  and  finance- 
insurance-real  estate.  For  group  filers,  the  median  Massachusetts  adjustments 


44Many  of  the  1990  ratios  of  federal  net  income  to  book  income  in  Tables 
14  and  15  are  actually  even  higher  than  expected.  This  may  possibly  relate  to 
the  delayed  phase-in  of  some  of  the  provisions  of  the  1986  tax  reform,  which 
could  have  artificially  boosted  taxable  net  income  or  artificially  lowered 
book  income  in  that  year. 

45The  statistics  in  this  section  do  not  rely  on  Compustat.  Therefore 
they  are  based  on  a  larger  number  of  corporations  than  the  effective  tax  rates 
in  the  previous  section. 
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Chart  9 


Corporation  Excise  as  a  Percent  of  Apportioned  Book  Income 


Single  Entity  Filers  Paying  More  than  the  Minimum  Excise 


1986 

Note:  Excludes  S  corporations  in  1990. 


1990 


Group  Filers  Paying  More  than  $456 


1986 


1990 


25th  percentile        ■  Median=50  percentile  p  75th  percentile 


Table  14 

Federal  Net  Income  as  a  Percent  of  Book  Income:  Single  Entity  Filers  Paying  More  than  the 

Minimum  Excise,  1990  Sample3 


Percentile 

Category  and  Year 

10th 

25th 

Median  = 
50th 

75th 

90th 

Industries 
Manufacturing 
1990 
1986 

42.2 
3.2 

80.1 
24.3 

t 

124.1 
18.3 

156.3 
101.7 

217.5 
280.0 

Services 
1990 
1986 

29.9 
8.6 

97.9 
35.7 

137.3 
74.6 

213.6 
108.0 

273.1 
247.7 

Gross  Receipts 
$10  million  under 
1990 
1986 

$100  million 

32.1 
2.1 

92.2 
17.6 

131.3 
49.5 

159.1 
93.4 

217.5 
378.1 

$100  million  and 
1990 
1986 

over 

42.6 
7.6 

75.9 
34.0 

114.7 
79.6 

160.7 
175.9 

220.4 
352.8 

Total,  All  Industries 

and  Size  Groups 
1990 
1986 

42.2 
1.8 

80.1 
12.3 

124.3 
55.8 

164.4 
121.4 

231.8 
311.2 

'Computed  only  for  taxpayers  with  positive  book  income. 


Table  15 

Federal  Net  Income  as  a  Percent  of  Book  Income:  Group  Filers  Paying  More  than  $456,  1990 

Sample3 


Category  and  Year 


Percentile 

10th 

25th 

Median  = 
50th 

75th 

90th 

37.5 
18.8 

61.0 
48.2 

114.6 
44.3 

172.7 
74.7 

314.7 
297.1 

19.5 
16.2 

50.5 
52.0 

70.6 
80.6 

150.0 
141.2 

246.0 
309.9 

15.6 
16.2 

55.4 
52.5 

112.5 
83.8 

165.6 
160.5 

302.3 
414.3 

Manufacturing 
1990 
1986 

Gross  Receipts 
$100  million  and  over 
1990 
1986 


Total 
1990 
1986 


'Computed  only  for  taxpayers  with  positive  book  income. 
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were  zero,  but  a  couple  of  industries  showed  positive  adjustments  (Table  18). 
Positive  adjustments  are  due  largely  to  the  fact  that  state,  local,  and 
foreign  taxes  are  not  deductible  from  income  subject  to  apportionment.  Also, 
unlike  the  federal  government,  Massachusetts  taxes  interest  from  debt 
instruments  issued  by  other  state  governments  and  local  governments  in  other 
states. 

•  The  negative  adjustments  did  not  constitute  tax  preferences. 

Net  operating  loss  (NOL)  carryovers  and  dividend  deductions  can  cause 
total  Massachusetts  adjustments  to  be  negative.  Both  adjustments  are 
desirable  features  for  a  corporate  income  tax,  and  should  not  be  considered 
tax  preferences. 

To  understand  net  operating  loss  deductions,  consider  two  taxpayers,  one 
that  earns  a  steady  income  and  the  other  that  experiences  the  same  income  on 
average  but  with  losses  in  some  years  and  unusually  high  income  in  other 
years.  Suppose  the  tax  system  allows  operating  losses  to  be  carried  over  from 
one  year  to  the  next.  If  we  examine  a  year  in  which  the  second  taxpayer 
offsets  high  current  income  with  previous  losses,  its  effective  tax  rate  with 
respect  to  current  income  will  be  deceptively  low.  However,  the  two  taxpayers 
will  pay  the  same  effective  tax  rate  computed  by  looking  at  several  years' 
taxes  relative  to  several  years'  income.46  Without  the  net  operating  loss 
deduction,  the  taxpayer  with  the  uneven  tax  stream  is  at  a  disadvantage.  The 


46This  illustrates  one  problem  with  trying  to  examine  the  fairness  of 
corporation  taxation  with  access  to  only  one  year  of  data.  The  effective  tax 
rate  using  adjusted  federal  net  income  after  apportionment  is  not  affected  by 
this  problem,  since  it  considers  income  net  of  loss  carryovers. 
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law  in  Massachusetts  now  allows  a  five  year  carryforward  of  net  operating 
losses;  this  is  still  less  generous  than  the  fifteen  year  carryforward  under 
federal  law.47 

Intercorporate  dividend  deductions  are  justified  in  order  to  avoid 
multiple  taxation  of  the  same  income.  In  the  United  States,  some  corporate 
income  is  taxed  twice— once  under  the  corporate  income  tax  and  again  under  the 
personal  income  tax  when  it  is  distributed  to  shareholders.  (In  many  other 
countries,  by  contrast,  the  corporate  and  personal  income  tax  structures  are 
integrated  to  avoid  double  taxation  of  corporate  dividends.48)  If 
intercorporate  dividends— such  those  a  subsidiary  pays  to  its  parent  company— 
also  were  taxed,  then  there  would  be  a  danger  of  triple  taxation.  Therefore 
both  Massachusetts  and  the  federal  government  exclude  the  majority  of 
intercorporate  dividends  from  the  corporate  income  tax.49 

As  a  result  of  having  some  negative  adjustments,  10  percent  of  single 
entity  filers  had  apportionable  income  at  least  19. 3  percent  below  federal  net 
income.  Excluding  the  net  operating  loss  deduction  taken  by  some  taxpayers, 


Presumably,  the  Massachusetts  policy  is  motivated  by  a  desire  to  stem 
revenue  losses  that  would  be  associated  with  a  more  extended  period  for  loss 
carryovers. 

"  Tax  integration  has  been  under  consideration  recently  by  the  U.S. 
Treasury  Department  (1992). 

49This  is  accomplished  by  including  dividends  received  on  line  4  of 
federal  corporate  income  tax  form  1120  but  then  allowing  a  deduction.  The 
federal  deduction  is  taken  on  line  29b  of  the  federal  form,  and  the 
Massachusetts  deduction  is  taken  relative  to  line  28  of  the  federal  form.  The 
definition  of  the  "corporate  family"  that  can  pay  largely  tax-free  dividends 
differs  between  the  state  and  the  federal  government.  However,  on  balance,  it 
appears  that  Massachusetts  is  not  any  more  or  any  less  generous  than  the 
federal  government.  Among  1986  filers  for  which  data  were  available:  the 
Massachusetts  dividend  deduction  was  between  90  percent  and  110  percent  of  the 
federal  dividend  deduction  for  51  percent,  over  110  percent  of  the  federal 
deduction  for  21  percent,  and  less  than  90  percent  of  the  federal  deduction 
for  27  percent.  Comparable  data  were  not  available  for  1990. 
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this  figure  would  have  been  7.2  percent.  Results  were  similar  across 
industries,  but  the  dividend  deductions  were  largest  for  taxpayers  with  gross 
receipts  in  excess  of  $100  million  (Table  17). 

Group  filers  had  more  cases  where  Massachusetts  adjustments  caused 
apportionable  income  and  federal  net  income  to  have  opposite  signs.  Looking 
just  at  cases  where  both  federal  net  income  and  income  subject  to 
apportionment  were  positive,  10  percent  of  group  filers  had  apportionable 
income  at  least  29.9  percent  below  federal  net  income  (Table  18).  Large 
groups  showed  the  greatest  negative  adjustments,  owing  to  intercorporate 
dividends  (Table  19). 

V.  Apportionment 

Under  Massachusetts'  apportionment  formula,  a  corporation  multiplies  its 
total  U.S.  income  by  a  weighted  average  of  the  fractions  of  its  payroll, 
property,  and  sales  attributable  to  the  state.  States  make  use  of  formulary 
apportionment  because  it  is  difficult  to  arrive  at  unambiguous  measures  of  how 
much  of  a  corporation's  income  truly  arises  in  one  state  versus  another. 

For  example,  suppose  a  corporation  performs  its  research  and  development 
in  state  X  and  its  manufacturing  in  state  Y.  If  the  R&D  facility  provides  its 
results  to  the  manufacturing  facility  without  charge,  the  R&D  facility  would 
show  a  loss  and  the  manufacturing  facility  would  show  an  artificially  high 
income  compared  to  what  would  occur  if  the  manufacturer  purchased  the  same 
knowledge  at  market  prices.  Furthermore,  because  a  well  established  market 
does  not  exist  for  many  types  of  R&D,  no  set  of  accounting  rules  could  provide 
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an  undisputable  allocation  of  the  corporation's  income  across  states  X  and 
Y.  c  Apportionment  formulas,  while  imperfect,  are  subject  to  much  less 
manipulation  and  therefore  result  in  much  less  disagreement  between  taxpayers 
and  the  tax  authorities  than  reliance  on  intrafirm  accounting. 

Corporate  tax  bases  and  apportionment  formulas  differ  from  state  to 
state.  Therefore  it  may  be  difficult  for  state  tax  officials  to  determine 
readily  whether  the  income  that  a  given  corporation  does  not  report  to  their 
state  gets  reported  and  taxed  elsewhere.  As  a  result,  some  members  of  the 
public  perceive  that  multistate  corporations  can  take  advantage  of 
apportionment  to  lower  their  state  taxes.  Given  that  multistate  corporations 
tend  to  be  larger  than  corporations  that  do  all  of  their  business  in-state, 
this  hypothesis  also  holds  that  small  corporations  are  disadvantaged  relative 
to  large  corporations  or  large  corporate  groups.  This  section  addresses 
whether  multistate  taxpayers  in  effect  systematically  manipulate  apportionment 
factors  so  as  to  lower  their  Massachusetts  tax  burden  compared  to  corporations 
that  do  all  their  business  within  the  state. 

Unfortunately,  this  question  is  difficult  to  answer  decisively,  because 
of  a  lack  of  independent  information  on  in-state  versus  national  payroll, 
property,  and  sales  for  individual  taxpayers  to  compare  with  the  information 
they  report  on  tax  returns.51  Indeed,  trained  auditors  find  verification  of 


50As  part  of  the  computation  of  the  base  for  corporate  income  taxation, 
the  federal  government  does  require  corporations  to  allocate  part  of  their 
worldwide  income  to  the  United  States  using  accounting  principles.  This 
requirement  has  led  to  protracted  disputes,  especially  for  intrafirm  trade  in 
intangibles. 

51With  more  time,  some  independent  data  could  be  assembled.  The  records 
of  the  Massachusetts  Department  of  Employment  and  Training  might  be  used  to 
cast  light  on  in-state  payrolls  of  taxpayers,  and  a  comparison  could  be  made 
with  national  labor  cost  data  in  corporate  financial  accounts.  (One  drawback, 
however,  is  that  the  Compustat  files  frequently  lack  information  on  labor 
costs.)  A  similar  analysis  might  be  done  on  the  basis  of  local  property  tax 
records.  No  source  appears  to  exist  f90  measuring  in-state  sales. 


apportionment  difficult  and  time  consuming,  even  though  they  have  access  to  a 
taxpayers's  financial  records.  Furthermore,  apportionment  is  the  subject  of 
some  of  the  most  protracted  legal  battles  related  to  state  taxation  of 
corporations. 

Nevertheless,  this  study  is  able  to  test  whether  trends  in  apportionment 
percentages  between  1986  and  1990  are  plausible.  First,  it  compares  observed 
changes  in  apportionment  to  economic  data  over  this  time  period.  Second,  it 
compares  taxpayers  with  and  without  an  incentive  to  minimize  their 
apportionment  percentage  for  purpose  of  Massachusetts  taxation.  The  results 
tend  not  to  support  the  hypothesis  that  apportionment  percentages  are  subject 
to  broad-based  manipulation. 
Observed  Apportionment  Percentages  by  Industry  and  Size  Category 

•  Most  single  filers  do  business  only  in  Massachusetts,  but  the  largest 
single  filers  do  most  of  their  business  in  other  states. 

The  majority  of  Massachusetts  single  entity  taxpayers  do  business  solely 
in  Massachusetts.  The  median  single  filer  attributed  all  of  its  business  to 
Massachusetts  in  1990,  and  even  at  the  twenty-fifth  percentile,  80  percent  of 
income  was  apportioned  to  Massachusetts  (Table  20).  Mining,  manufacturing, 
and  transportation  and  communication  had  somewhat  greater  representation  of 
multistate  companies  than  the  other  industries,  but  even  in  these  industries 
the  average  apportionment  percentage  was  70  percent  or  higher.  As  would  be 
expected,  the  larger  the  company,  the  more  likely  it  was  to  have  out-of-state 
activity  (Chart  10).  For  example,  among  single  filers,  virtually  all 
companies  with  less  than  $1  million  in  gross  receipts  reported  only 
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Chart  10 

Median  Apportionment  Percentages  by  Gross  Receipts,  1990  Sample 

Single  Entity  Filers  Paying  More  than  the  Minimum  Excise 


I 


Under  $10  million  $10  million  under  $100  million  $100  million  and  over 


Group  Filers  Paying  More  than  $456 


120 


100 


80 


I     8° 
I 


40 


20 


- 

« 

2.9% 

Under  $10  million  $10  million  under  $100  million  $100  million  and  over 


Massachusetts  activities,  while  companies  with  gross  receipts  above  $100 
million  have  the  overwhelming  majority  of  their  property,  payroll,  and/or 
sales  outside  Massachusetts  (Table  21). 

•  Apportionment  factors  for  groups  are  harder  to  interpret. 

Under  combined  accounting,  each  member  of  the  group  separately 
apportions  its  federal  income  to  determine  income  for  Massachusetts  tax 
purposes.  The  computerized  tax  records  used  for  this  study  do  not  provide 
entity-by-entity  apportionment  percentages.  They  can  be  used  only  to  compute 
apportionment  percentages  for  the  group  as  a  whole,  derived  as  the  group's 
income  after  apportionment  as  a  percentage  of  the  sum  of  the  members'  incomes 
before  apportionment.  These  implied  apportionment  percentages  may 
legitimately  lie  outside  the  bounds  of  zero  to  100  percent.52  Table  22 
displays  four  examples. 

In  the  first  case,  the  group  has  positive  income  subject  to 
apportionment,  but  all  of  its  losses  are  attributable  to  a  member  that  does 
business  solely  in  Massachusetts.  This  results  in  negative  income  for 
Massachusetts  purposes,  so  the  implied  apportionment  factor  is  negative.  In 
example  2,  the  group  has  the  same  overall  income,  but  the  apportionment 
percentages  for  the  parent  and  the  subsidiary  are  reversed,  with  little  of  the 


52This  fact  made  it  difficult  for  the  Department  of  Revenue  to  check  the 
1990  group  tax  returns  for  accuracy  within  the  time  frame  of  this  study, 
particularly  with  respect  to  the  consistency  of  income  data  from  the  federal 
tax  return  and  income  for  Massachusetts  tax  purposes.  For  example,  sometimes 
when  tax  records  for  a  subsidiary  are  missing  from  a  group's  overall  records 
in  the  Department  of  Revenue  computer,  the  resulting  apportionment  percentage 
can  look  strange.  But  it  was  not  possible  to  ascertain  in  each  case  whether 
the  data  were  in  error,  or  whether  the  apportionment  percentage  was 
legitimate. 
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Table  22 

Examples  of  Group  Apportionment  Percentages  Outside  the  Range  of  Zero  to  100  Percent 


Example  1:  Overall  Income,  but  Large  Share  of  Losses  Apportioned  to  Massachusetts 


Income  Subject 
to  Apportionment 

Apportionment 
Percentage 

Massachusetts 
Income 

Income 
Excise 

1,000,000 

10% 

100,000 

(400,000) 

100% 

(400,000) 

600,000a 

-50%b 

(300,000) 

0 

Parent 
Subsidiary 
Group  Total 


Example  2:  Overall  Income,  but  Small  Share  of  Losses  Apportioned  to  Massachusetts 


Income  Subject 
to  Apportionment 


Apportionment 
Percentage 


Massachusetts 
Income 


Income 
Excise 


Parent 
Subsidiary 
Group  Total 


1,000,000 

100% 

1,000,000 

(400,000) 

10% 

(40,000) 

600,000a 

160%b 

960,000 

91,200 


Example  3:  Overall  Losses,  with  Small  Share  Apportioned  to  Massachusetts 


Income  Subject 
to  Apportionment 


Apportionment 
Percentage 


Massachusetts 
Income 


Income 
Excise 


Parent 

Subsidiary 

Group 


(1,000,000) 

10% 

(100,000) 

400,000 

100% 

400,000 

(600,000)a 

-50%b 

300,000 

28,500 


Example  4:     Overall   Losses,  with  Large  Share  Apportioned  to  Massachusetts 


Ii 
to 

ncome  Subject 
Apportionment 

Apportionment 
Percentage 

Massachusetts 
Income 

Income 
Excise 

Parent 

(1,000,000) 

100% 

(1,000,000) 

Subsidiary 

400,000 

10% 

40,000 

Group  Total 

(600,000)a 

160%b 

(960,000) 

0 

'Equals  sum  of  incomes  subject  to  apportionment,  but  not  used  under  combined  method  of 

reporting. 

"implied  apportionment  percentage;  equals  total  Massachusetts  income  for  the  group  relative  to 

sum  of  incomes  subject  to  apportionment. 


losses  apportioned  to  Massachusetts.  The  result  is  that  the  Massachusetts 
income  excise  is  based  on  more  than  100  percent  of  the  group's  total  net 
income.  The  last  two  examples  concern  groups  with  overall  losses.  It  is 
perhaps  counterintuitive  that  example  3,  with  a  negative  apportionment 
percentage,  results  in  a  higher  income  excise  than  example  4,  with  a  very  high 
apportionment  percentage. 

As  a  result  of  these  anomalies,  outlier  apportionment  values  for  groups 
have  little  meaning.  At  most,  one  can  glean  information  from  percentiles  that 
are  not  too  extreme. 

•  As  was  the  case  for  very  Targe  single  filers,   very  large  corporate 
groups  apportion  only  a  small  fraction  of  their  income  to  Massachusetts. 

The  median  group  apportioned  87  percent  of  its  income  to  Massachusetts 
in  1990,  but  the  median  manufacturing  group  apportioned  only  one-third  of  its 
income  to  Massachusetts  (Table  23).  Apportionment  percentages  tended  to  be 
very  low  among  large  groups:  for  those  with  gross  receipts  of  $100  million  or 
more,  the  median  group  attributed  only  2.9  percent  of  its  income  to 
Massachusetts  (Table  24).  But  this  figure  was  quite  similar  to  the 
corresponding  figure  for  large  single  filers  (2.1  percent). 
Trends  in  Apportionment.  1986  to  1990 

Economic  Data 

•  Massachusetts'   share  of  payroll  and  retail  sales  fell  between  1986 
and  1990. 
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The  onset  of  a  regional  recession  in  1989  suggests  that  the  percent  of 
national  business  activity  taking  place  in  the  Commonwealth  might  have 
declined  between  1986  and  1990.  Indeed,  Massachusetts  industries'  share  of 
national  payrolls  fell  by  4  percent  (from  3.37  percent  in  1986  to  3.25  percent 
in  1990;  Table  25).  The  declines  exceeded  ten  percent  in  agriculture,  mining, 
construction,  and  manufacturing.  Payrolls  in  wholesale  trade  and  the  finance, 
insurance,  and  real  estate  composite  actually  increased  as  a  share  of  national 
payrolls  in  the  comparable  industries.  Apparently  in  these  industries  the 
increases  attributable  to  the  strong  economy  in  the  mid  to  late  1980s  were  not 
yet  offset  by  the  effects  of  the  subsequent  recession.  We  have  no  similar 
information  for  the  property  factor.  Sales  are  available  only  for  retailers; 
these  figures  confirm  that  the  Massachusetts  share  fell  by  about  3  percent 
between  1986  and  1990. 53 

Findings  for  Single  Filers 

•  Apportionment  percentages  for  single  filers  reflect  economic  trends. 

The  total  decline  for  single  filers  is  broadly  consistent  with  the 
economic  data  (Table  26).  The  average  apportionment  ratio  in  1990  was  93 


53Another  cut  at  the  same  calculation  may  be  done  using  average  payroll, 
property,  and  sales  for  Massachusetts-based  companies  relative  to  all 
companies  in  the  Compustat  data  base.  This  exercise  indicates  that  the 
payroll  factor  fell  0.7  percent,  the  property  factor  rose  8.6  percent,  and  the 
sales  factor  fell  25.2  percent.  Using  a  double  weight  for  sales,  the  total 
decline  in  the  apportionment  indicator  between  1986  and  1990  was  10.4  percent. 
This  indicator  has  the  limitation  that  Massachusetts-based  companies  can  have 
payroll,  property,  and  sales  outside  the  state;  therefore  the  indicator  is  not 
a  direct  measure  of  Massachusetts-based  activity.  The  Compustat  data  base  has 
information  on  7477  companies  in  all,  325  of  which  are  based  in  Massachusetts. 
Payroll  information  is  available  for  only  a  small  minority  of  companies,  and 
information  on  sales  or  property  also  is  missing  for  some  companies. 
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Table  25 

Massachusetts  Share  of  National  Payroll,  1986  to  1990 


Industry 

1986 

1987 

1988 

1989 

1990 

Agriculture,  Forestry,  and  Fishing 
Index 

2.88% 
1.00 

3.03% 
1.05 

2.93% 
1.02 

2.74% 
0.95 

2.38% 
0.83 

Mining 
Index 

0.23% 
1.00 

0.23% 
1.02 

0.28% 
1.24 

0.25% 
1.10 

0.20% 
0.88 

Construction 
Index 

2.72% 
1.00 

3.11% 
1.14 

3.19% 
1.17 

2.92% 
1.07 

2.40% 
0.88 

Manufacturing 
Index 

3.44% 
1.00 

3.29% 
0.95 

3.34% 
0.97 

3 .  29% 
0.95 

3.07% 
0.89 

Transportation  and  Communication 
Index 

2.54% 
1.00 

2.57% 
1.01 

2.47% 
0.97 

2.47% 
0.97 

2.37% 
0.93 

Wholesale  Trade 
Index 

3.08% 
1.00 

3 .  23% 
1.05 

3.36% 
1.09 

3.39% 
1.10 

3.21% 
1.04 

Retail  Trade 
Index 

3.13% 
1.00 

3.26% 
1.04 

3.33% 
1.06 

3.20% 
1.02 

3.04% 
0.97 

Finance,  Insurance,  and  Real  Estate3 
Index 

3.10% 
1.00 

3.31% 
1.06 

3.78% 
1.22 

3.75% 
1.21 

3.65% 
1.18 

Services 
Index 

4.18% 
1.00 

4.11% 
0.98 

4.17% 
1.00 

4.09% 
0.98 

3.97% 
0.95 

Total 

3.37% 
1.00 

3.39% 
1.01 

3.48% 
1.03 

3.42% 
1.02 

3.25% 
0.96 

Memo: 
Massachusetts  Share  of  National 
Retail  Sales 

2.88% 

2.95% 

3.02% 

2.95% 

2.81% 

Index 

1.00 

1.02 

1.05 

1.02 

0.97 

Excludes  depository  institutions  and  insurance  carriers. 

Source:  U.S.  Bureau  of  the  Census,  County  Business  Patterns,  and  U.S.  Bureau  of  the 
Census!  Monthly  Retail  Sales  Branch,  1986  to  1990. 


Table  26 

Ratio  of  1990  to  1986  Mean  Apportionment  Percentage,  Single  Entity  Filers 
Paying  More  than  the  Minimum  Excise  by  Industry 


Industry  Ratio 


Agriculture,  Forestry, 

and  Fishing  n.c. 

Mining  .92 

Construction  .96 

Manufacturing  .91 

Transportation  and 

Communication  .86 

Wholesale  Trade  .97 

Retail  Trade  .98 

Finance,  Insurance,  and 

Real  Estate  .91 

Services  .91 

Unclassified  .78 

Total  .93 


percent  of  its  1986  level.54  The  declines  for  mining,  manufacturing,  retail 
trade,  and  services  also  are  in  line  with  the  economic  data  in  Table  25.  For 
construction,  the  overall  decline  in  apportionment  figures  on  the  tax  forms  is 
two  small—perhaps  because  the  sample  does  not  reflect  construction  companies 
that  went  bankrupt  or  left  the  state  as  the  real  estate  market  plunged.  For 
transportation  and  communication,  wholesale  trade,  and  finance-insurance-real 
estate,  the  declines  from  the  tax  returns  are  larger  than  the  economic  data 
suggested.  But  they  are  certainly  not  implausible,  given  that  the  economic 
downturn  probably  had  an  adverse  effect  on  other  items  in  the  apportionment 
factor—particularly  sales. 

Apportionment  Percentages  for  Very  Large  Taxpayers 

•  Large  taxpayers  accounted  for  all  of  the  decline  in  the  apportionment 
percentage  between  1986  and  1990.     Their  Massachusetts  facilities  appear  to 
have  shrunk  considerably  over  this  time  interval. 


54It  is  too  much  to  expect  that  the  tax  trends  would  match  the  economic 
trends  exactly.  For  one  thing,  the  tax  sample  is  limited  to  companies  that 
existed  in  both  1986  and  1990;  it  omits  start-ups  and  business  failures.  For 
at  least  two  important  reasons,  the  decline  in  apportionment  on  the  tax 
returns  may  be  greater  than  that  indicated  in  the  economic  data.  First,  the 
tax  sample  has  a  disproportionate  representation  on  large  taxpayers.  (The 
sample  included  only  about  one-quarter  of  total  taxpayers  in  1990,  but  they 
accounted  for  more  than  one-half  of  total  tax  revenues.)  The  sample  excludes 
many  small  corporations  that  would  have  shown  a  100  percent  apportionment 
percentage  in  both  1986  and  1990.  Second,  the  tax  data  may  reflect 
developments  in  1991,  as  corporate  fiscal  years  can  span  two  calendar  years. 
The  source  of  the  payroll  data,  the  U.S.  Census  County  Business  Patterns,  is 
not  yet  available  for  1991.  Reflecting  the  deepening  recession,  Massachusetts 
earnings  (which  includes  wages  and  salaries,  other  labor  income,  and 
proprietors'  income)  as  a  percent  of  national  earnings  fell  3  percent  from 
1990  to  1991.  The  decline  was  experienced  in  all  industries  except  mining. 
(Source:  Bureau  of  Economic  Analysis,  computer  readable  data.) 
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Breaking  down  the  change  in  average  apportionment  percentages  by  size 
groups  makes  clear  that  all  of  the  decline  from  1986  to  1990  can  be  explained 
by  the  largest  taxpayers.  For  taxpayers  with  gross  receipts  above  $100 
million,  the  average  apportionment  percentage  in  1990  was  only  77  percent  of 
its  1986  value  (Table  27).  Most  of  the  smaller  size  categories  actually 
reported  higher  apportionment  factors  on  average,  suggesting  either  that  the 
recession  had  not  yet  cancelled  out  the  advances  made  during  the  late  1980s 
boom,  or  that  these  taxpayers'  out-of-state  operations  also  were  affected  by 
the  regional  recession. 

Is  this  result  plausible,  or  is  it  an  indication  that  large  taxpayers 
enjoyed  a  tax  loophole?  It  appears  that  no  evidence  has  yet  been  gathered 
specifically  on  how  the  very  largest  corporations  fared  during  recent  years, 
compared  to  corporations  in  general.  But  the  U.S.  Census  Bureau  payroll 
survey  does  include  information  by  size  of  establishment.  The  largest 
category  consists  of  establishments  with  at  least  1,000  employees.  If 
revenues  per  employee  amounted  to  $50,000  on  average,  these  establishments 
would  have  had  revenues  of  $50  million  or  more,  indicating  that  they  were  part 
of  a  very  large  corporation. 

Large  establishments  did  suffer  disproportionately  sharp  cutbacks  in 
Massachusetts  in  the  1986-1990  period  (Table  28).  In  particular,  the 
Massachusetts  share  of  payroll  at  large  manufacturing  establishments  fell  26 
percent.  Thus,  while  this  kind  of  analysis  cannot  confirm  the  exact  magnitude 
of  what  was  reported  on  the  tax  returns,  it  does  confirm  that  large 
Massachusetts  taxpayers  were  hit  very  hard  by  the  economic  downturn  during 
this  time  period. 
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Table  27 

Ratio  of  1990  to  1986  Mean  Apportionment  Percentage,  Single  Entity  Filers 

Paying  More  than  the  Minimum  Excise,  by  Size  of  Gross  Receipts 


Gross  Receipts  Ratio 

$1  under  $10,000  .98 

$10,000  under  $100,000  1.04 

$100,000  under  $1  million  1.02 
$1  million  under  $10  million                '  1.03 

$10  million  under  $100  million  1.05 

$100  million  and  over  .77 

Unreported  or  zero  .88 

Total  .93 


Table  28 

Massachusetts  Share  of  National  Payroll  for  Establishments  with  1,000  or  More 

Employees,  1986  and  1990 

Industry  1986  1990 

Manufacturing  3.28%  2.42% 

Index  1.00  .74 

Services  6.98%  5.60% 

Index  1.00  .80 

r 

Total  for  Industries 

Reported  Separately  4.33%  3.70% 

Index  1.00  .85 

Total  for  all  Industries3  3.97%  3.63% 

Index  1.00  .91 


includes  industries  not  covered  by  the  Massachusetts  corporation  excise. 
Source:  U.S.  Bureau  of  the  Census,  County  Business  Patterns,  1986  and  1990 


Apportionment  of  Losses 

•  Apportionment  factors  for  taxpayers  with  positive  income  did  not 
appear  to  be  biased  downward,  compared  to  apportionment  factors  for  taxpayers 
with  losses. 

All  of  the  apportionment  percentages  discussed  so  far  have  referred  to 
both  taxpayers  with  positive  income  and  taxpayers  with  losses.  Yet  the  two 
types  of  taxpayers  have  different  incentives,  assuming  that  they  wish  to 
minimize  their  tax  liability  in  Massachusetts.55  While  companies  with 
positive  income  have  an  incentive  to  minimize  the  income  they  report  to 
Massachusetts,  companies  with  losses  do  not  have  the  same  incentive  (since  no 
matter  what  their  apportionment  formula  is,  they  will  pay  zero  income  excise). 
Therefore,  if  multistate  corporations  are  manipulating  their  apportionment 
percentages  to  avoid  taxes,  then--all  else  equal~we  would  expect  to  see 
larger  drop  (or  a  smaller  rise)  in  the  apportionment  percentage  for  companies 
that  had  positive  apportionable  income  than  for  those  with  negative 
apportionable  income  in  1990. 

To  control  for  underlying  economic  conditions  while  achieving  a 
significant  sample  size,  single  filers  in  four  industries  were  examined: 
construction,  manufacturing,  wholesale  trade,  and  "all  other."  The  results 
show  some  support  for  the  plausibility  of  the  "manipulation  hypothesis"  only 


^Taxpayers  would  wish  to  underreport  income  to  Massachusetts  if 
statutory  tax  rates  in  other  states  where  they  do  business  are  lower. 
Massachusetts  has  a  fairly  high  corporate  income  tax  rate,  but  not  the  highest 
(Appendix  II).  To  the  extent  that  discrepant  definitions  of  income  make  it 
difficult  for  state  tax  officials  to  determine  what  share  of  income  is 
reported  to  other  states,  taxpayers  have  an  incentive  to  underreport  income  in 
each  state. 
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in  construction  and  wholesale  trade  (Appendix  Table  VIII-13).  For  example, 
for  wholesalers  with  positive  apportionable  income  in  1986,  the  average 
apportionment  ratio  fell  4  percent  among  those  with  positive  apportionable 
income  in  1990,  but  only  1  percent  among  those  with  negative  1990 
apportionable  income.  For  wholesalers  with  negative  apportionable  income  in 
1986,  the  average  apportionment  ratio  rose  only  37  percent  among  those  with 
positive  apportionable  income  in  1990,  compared  to  70  percent  among  those  with 
negative  income.  By  contrast,  for  manufacturers  with  positive  apportionable 
income  in  1986,  income  status  in  1990  made  no  difference  in  terms  of  the 
change  in  the  apportionment  percentage.  For  both  those  with  positive  and 
those  with  negative  income  in  1990,  the  average  apportionment  percentage  fell 
7  percent.  The  results  for  manufacturers  that  started  with  negative 
apportionable  income  in  1986  contradicted  the  "manipulation  hypothesis":  the 
average  increase  for  those  with  positive  income  in  1990,  57  percent,  exceeded 
the  average  increase  for  those  with  negative  income,  52  percent. 

Undoubtedly,  further  investigations  could  refine  this  analysis.  But  on 
the  whole,  the  results  do  not  suggest  that  a  desire  to  minimize  taxes  resulted 
in  widespread  understatement  of  positive  income. 

A  Further  Word  on  Group  Filers 

Can  anything  more  be  said  about  apportionment  for  group  filers?  What 
further  information  would  be  required  to  study  their  apportionment  practices? 

Using  currently  available  information,  the  only  additional  observation 
on  group  filers  concerns  the  overall  amount  of  taxes  paid.  Group  filers  with 
gross  receipts  of  $10  million  to  $100  million,  and  with  gross  receiDts  of  $100 
million  or  more  generally  paid  at  least  as  much  tax  to  Massachusetts  as  their 
single  entity  counterparts  (Appendix  Table  IV-3).  While  this  evidence  is 
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certainly  far  from  conclusive,  it  suggests  that,  on  the  whole,  group  filers 
did  not  enjoy  special  privileges. 

Further  analysis  would  require  considerable  additions  to  the  data,  and 
the  results  would  not  necessarily  be  definitive.  At  a  minimum,  the  Department 
of  Revenue  would  have  to  pull  apart  the  combined  tax  files  to  construct  data 
for  individual  corporate  members.  Beyond  this  data  requirement,  any  analysis 
would  have  to  come  to  grips  with  the  fact  that  groups  not  only  specify  a 
geographic  allocation  of  income  via  apportionment  calculations  (as  in  the  case 
of  unaffiliated  corporations),  but  they  also  make  decisions  about  how  to  price 
intra-group  transactions.  It  would  be  difficult  for  a  researcher  to  evaluate 
the  role  of  this  second  type  of  flexibility. 

VI.  The  Minimum  Excise 

Pavers  of  the  Minimum  Excise.  1990  Versus  1986 

•  The  minimum  excise  applied  to  many  more  taxpayers  in  1990  than  in 
1986. 

Among  the  taxpayers  in  the  sample,  7,557  paid  the  minimum  excise  in 
1986,  and  14,108  in  1990  (Table  29). 56  Of  those  paying  the  minimum  excise  in 
1990,  6112  (43  percent)  also  paid  the  minimum  excise  in  1990.  Of  the  1990 
taxpayers  subject  to  the  minimum  excise,  4982  were  S  corporations;  these 
taxpayers  accounted  for  about  two-thirds  of  all  S  corporations.  This  result 
is  not  surprising,  as  the  law  permits  S  corporations  to  pay  either  no  income 


56These  statistics  do  not  include  members  of  corporate  groups. 

39 


Table  29 

Minimum  Excise  Taxpayers  in  1990  Sample,  by  Tax  Status  in  1986 


Total 


Number  of  Taxpayers 


Excluding  S  Corporations 


Paid  minimum  excise  in  1986 


6,112 


n.a. 


Paid  more  than  the  minimum  in 
1986 


7,996 


n.a 


Total  in  1990 


14,108 


9,126 


excise  or  a  reduced  rate  of  income  excise.  Therefore  they  are  more  likely 
than  other  corporations  to  fall  below  the  minimum  tax  threshold. 

The  greatest  increases  in  minimum  tax  status  occurred  in  mining, 
construction,  manufacturing,  and  trade  (Table  30)  and  among  corporations  with 
between  $1  million  and  $10  million  in  gross  receipts  (Table  31).  Over  this 
period,  the  threshold  for  paying  the  minimum  excise  rose  from  $228  to  $456. 
This  change  in  tax  law  accounted  for  perhaps  one-third  of  the  overall  rise  in 
the  number  of  minimum  taxpayers.57  Undoubtedly  some  of  the  remaining  increase 
was  due  to  the  adoption  of  the  new  Massachusetts  tax  rules  for  S  corporations, 
combined  with  a  nationwide  tendency  for  corporations  to  switch  to  S  status. 
Explanations  for  Minimum  Tax  Status 

•  Economic  circumstances,   rather  than  exploitation  of  preferences  or 
loopholes,   caused  so  many  taxpayers  to  pay  the  minimum  excise. 

Laying  aside  the  changes  in  the  tax  law,  it  is  striking  that  over  half 
of  all  single  entities  in  the  sample  paid  the  minimum  tax  in  1990.  Was  it 
because  they  used  preferences  and/or  loopholes  in  the  Massachusetts  tax  laws? 
Or  was  it  because  their  economic  circumstances  justified  their  paying  the 
minimum?  As  this  section  will  show,  the  data  indicate  that  the  latter 
explanation,  economic  circumstances,  apply  to  many  more  minimum  taxpayers  than 
the  former.  Thus  the  rise  in  minimum  tax  payments  is  consistent  with  what 
would  be  expected  in  an  economic  downturn. 


57In  1986,  2049  single  entity  taxpayers  paying  more  than  the  minimum 
excise  of  $228  had  a  total  excise  of  less  than  $456. 
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Table  30 

Number  of  Single  Entity  Taxpayers  Paying  the  Minimum  Excise,  by  Industry,  1986-1990  Sample 


Industry 

Number  of 
Taxpayers  Paying 
the  Minimum  Excise 
1986        1990 

Percent  Change, 
1986  to  1990 

Percent 

of  Taxpayers 

Paying  the 

Minimum 

Excise,  1990 

Agriculture,  Forestry,  and 
Fishing 

113 

204 

80.5 

69.9 

Mining 

13 

39 

200.0 

52.7 

Construction 

955 

2,156 

125.8 

64.7 

Manufacturing 

755 

1,515 

100.7 

38.2 

Transportation  and 
Communication 

317 

485 

53.0 

64.8 

Wholesale  Trade 

558 

1,052 

88.5 

38.5 

Retail  Trade 

1,507 

3,030 

101.1 

54.8 

Finance,  Insurance 
Real  Estate 

,  and 

998 

1,731 

73.4 

65.6 

Services 

2,273 

3,815 

67.8 

67.3 

Unclassified 

68 

81 

19.1 

67.5 

Total 

7,557 

14,108 

86.7 

56.2 

Total  Excluding  S 

Corporations 

n.a. 

9,126 

n.a. 

52.3 

Table  31 

Number  of  Single  Entity  Taxpayers  Paying  the  Minimum  Excise,  by  Size  of  Gross  Receipts, 

1986-1990  Sample 


Gross  Receipts 


Number  of 
Taxpayers  Paying 
the  Minimum  Excise 
1986        1990 

Percent  Change, 
1986  to  1990 

Percent 

of  Taxpayers 

Paying  the 

Minimum 

Excise,  1990 

288 

424 

86.0 

89.8 

1,544 

2,147 

39.1 

86.2 

3,801 

7,144 

88.0 

54.6 

600 

1,987 

231.2 

30.5 

166 

239 

44.0 

13.8 

71 

74 

4.2 

11.8 

1,087 

2,088 

92.1 

70.9 

7,557 

14,108 

86.7 

56.2 

n.a. 

9,126 

n.a. 

52.3 

$1  under  $10,000 
$10,000  under  $100,000 
$100,000  under  $1  million 
$1  million  under  $10  million 
$10  million  under  $100  million 
$100  million  and  over 
Unreported  or  zero 

Total 


Total  Excluding  S  Corporations   n.a 


For  analyzing  minimum  tax  status,  it  is  useful  to  divide  the  minimum  tax 
sample  into  two  groups:  those  with  no  Massachusetts  income  (i.e.,  negative  or 
zero  adjusted  federal  net  income  after  apportionment)  and  those  with  positive 


Massachusetts  income  (Table  32). 58  In  1990,  6,540  payers  of  the  mini 


mum 


excise  (72  percent)  in  the  sample  had  no  Massachusetts  income,  and  only  2,586 
(28  percent)  had  positive  Massachusetts  income  (Chart  ll).59 
Taxpayers  with  No  Massachusetts  Income 

•  Over  6,000  taxpayers  had  no  net  income  for  federal  tax  purposes. 

All  else  equal,  taxpayers  with  negative  income  are  more  likely  to  pay 
the  minimum  excise  than  taxpayers  with  positive  income.60  Nevertheless,  a 
legitimate  question  remains  as  to  whether  taxpayers  find  themselves  in  a 
negative  income/minimum  tax  situation  because  of  genuine  losses  or  federal  tax 
deductions  on  the  one  hand,  versus  Massachusetts  tax  rules  on  the  other. 

Most  of  the  sample  taxpayers  with  no  Massachusetts  income— 6,345— also 
showed  no  net  income  for  federal  tax  purposes.  Only  195  (3.1  percent)  used 
Massachusetts  adjustments  to  turn  positive  federal  net  income  into  negative 
apportionable  income.  Most  of  these  taxpayers  had  loss  carryforwards. 


58This  section  examines  only  non-S  corporations. 

59These  statistics  and  those  that  follow  are  based  on  observed  data 
adjusted  for  missing  observations.  For  example,  Massachusetts  income  was 
given  for  only  9103  taxpayers  in  the  minimum  tax  sample.  The  number  of 
observations  was  scaled  up  .25  percent  so  that  it  would  match  the  total  number 
of  observations  in  the  sample. 

60Given  negative  Massachusetts  income,  taxpayers  would  pay  more  than  the 
minimum  excise  only  if  their  taxable  property  or  net  worth  is  above  $175,385. 
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Table  32 

Analysis  of  9,126  Single  Entity  Taxpayers  Paying  the  Minimum  Excise  in  1990a 

Negative  or  Zero  Adjusted  Federal  Positive  Adjusted  Federal  Net 
Net  Income  after  Apportionment:  Income  after  Apportionment: 
6,540  2,586 

•  Negative  or  Zero  Federal  •  Low  Massachusetts  Income: 

Net  Income:  6,345  2,543 

•  Negative  Massachusetts  Adjustments:    •  High  Credits  or  Deductions: 

195  12 

•  Sample  Errors:  31 
aExcludes  S  corporations.  Adjusted  for  missing  data. 
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Taxpayers  with  Positive  Massachusetts  Income 

•  A  few  taxpayers  used  tax  credits  or  deductions  to  qualify  for  minimum 
tax  status. 

Three  reasons  could  account  for  taxpayers  paying  the  minimum  excise 
despite  having  positive  income  apportioned  to  Massachusetts:  the  amount  of 
income  (and  taxable  property  or  net  worth)  could  be  sufficiently  low,  the 

r 

taxpayer  could  claim  sufficiently  high  Massachusetts  deductions,  or  the 
taxpayer  could  take  sufficiently  high  Massachusetts  credits.  Another  reason 
contaminates  the  sample  statistics.  Thirty-one  taxpayers  with  positive  income 
paid  no  Massachusetts  excise,  even  though  they  claimed  no  deductions.  It  is 
likely  that  these  taxpayers  were  mistakenly  categorized  as  single  entities;  in 
all  probability,  they  were  part  of  a  group,  and  their  income  excise  was  shown 
on  their  parents'  return.61 

Turning  back  to  the  legitimate  reasons  for  paying  the  minimum  excise, 
most  of  the  taxpayers  with  positive  Massachusetts  income  had  low  income. 
2,543  (98  percent)  had  income  no  greater  than  $4800,  which  would  result  in  an 
income  tax  payment  of  $456.  It  appears  that  only  a  few  of  these  taxpayers 
could  have  achieved  their  low  income  status  by  apportioning  a  low  percentage 
to  the  Commonwealth.  Three-quarters  apportioned  at  least  98.7  percent  of 
their  total  income  to  Massachusetts.  The  tenth  percentile  apportionment  rate 
was  10.1  percent,  which  is  actually  higher  than  for  single  entity  filers 
paying  more  than  the  minimum  excise  (4.3  percent). 


61A  similar  problem  existed  in  the  case  of  taxpayers  indicating  a  low 
effective  tax  rate.  See  section  IV. 
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Only  12  payers  of  the  minimum  excise  in  the  sample  had  income  in  excess 
of  $4800,  and  therefore  achieved  their  minimum  tax  status  through  deductions 
and  credits.  At  least  one  taxpayer  took  the  poverty  area  wage  deduction.  The 
remainder  claimed  the  investment  tax  credit,  the  investment  tax  credit 
carryover,  or  the  vanpool  credit. 


VII.  Summary  and  Conclusions 

As  noted  at  the  outset  of  this  report,  a  variety  of  corporations  do 
business  in  Massachusetts.  Some  of  them  pay  several  hundred  thousand  dollars 
under  the  corporation  excise  tax.  Many  pay  the  minimum  excise  of  $456.  This 
study  has  examined  whether  disparities  in  tax  payments  are  indicative  of  an 
uneven  playing  field.  This  final  section  summarizes  the  answers  to  some  key 
questions. 

Does  the  tax  system  discriminate  in  favor  or  against  particular  industries? 

In  general,  the  tax  structure  achieves  a  high  degree  of  uniformity  in 
the  tax  treatment  of  industries.  Looking  at  effective  tax  rates  based  on  the 
tax  code  definition  of  Massachusetts  income,  most  industry  medians  for  single 
filers  ranged  from  10.1  percent  to  10.5  percent.  Group  filer  industry  medians 
showed  somewhat  greater  variation  as  a  result  of  the  minimum  tax  status  of 
some  members  and  some  other  provisions  of  the  law.  The  range  for  most 
industries  was  10.9  percent  to  11.7  percent. 

Two  exceptions  stood  out:  public  utilities  and  trade.  Public  services 
corporations  enjoy  a  lower  Massachusetts  effective  tax  rate  than  other 

43 


corporations,  as  a  result  of  their  lower  statutory  rate  (6.5  percent  as 
opposed  to  9.5  percent  for  most  businesses)  and  the  lack  of  a  non-income 
excise.  This  discrepancy  might  be  justified  if  regulation  caused  public 
utilities  to  earn  a  lower  rate  of  return  than  other  corporations.  But,  in 
fact,  in  recent  years  utilities  have  not  earned  a  lower  rate  of  return  than 
other  Massachusetts  corporations.  One  drawback  to  higher  taxation  of 
utilities  would  be  that  this  would  translate  into  higher  utility  bills, 
thereby  raising  the  cost  of  doing  business  in  Massachusetts.  By  contrast, 
part  of  the  tax  on  corporations  other  than  utilities  might  be  "exported"  to 
customers  in  other  states,  if  these  corporations  are  able  to  raise  the  prices 
they  charge. 

The  other  exception  is  the  trade  sector.  Companies  in  wholesale  and 
retail  trade  are  subject  to  considerable  taxation  on  their  inventories  under 
the  non-income  portion  of  the  excise.  This  is  not  balanced  out  (as  in  the 
case  of  manufacturers)  by  tax  credits,  as  wholesalers  and  retailers  are  not 
eligible  for  the  investment  tax  credit.  As  a  result,  their  median  tax  rates 
were  somewhat  higher  than  for  other  industries  in  1990,  and  a  greater  share  of 
these  companies  were  subject  to  high  effective  tax  rates  relative  to  their 
income. 

More  variation  existed  in  the  tax  burdens  of  different  corporations 
within  an  industry  than  across  industries.  The  non-income  portion  of  the 
excise,  not  credits  or  deductions,  accounted  for  most  of  this  intraindustry 
variation.  Taxation  of  business  assets  may  be  justified  by  the  principle  that 
companies  should  pay  taxes  not  only  in  proportion  to  their  ability  to  pay 
(that  is,  their  income),  but  also  in  proportion  to  the  benefits  they  receive 
from  doing  business  in  a  particular  location.  The  larger  the  company's  assets 
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in  Massachusetts,  the  more  it  would  tend  to  benefit  from  state-provided 
facilities  or  services.  But  the  question  is:  how  much  weight  should  be  given 
to  this  principle,  and  is  it  acceptable  for  one-tenth  of  all  single  filers  to 
have  paid  an  effective  tax  rate  of  17  percent  or  more  in  1990,  when  the  median 
effective  tax  rate  was  10.5  percent?  This  question  cannot  be  answered 
objectively;  the  answer  depends  on  one's  perceptions  of  fairness.  The  issue 
comes  into  the  forefront  during  periods  of  economic  weakness,  when  the  non- 
income  portion  of  the  corporate  excise  tends  to  dominate  the  income  portion. 
In  1986,  the  gap  in  effective  tax  rates  between  the  median  taxpayer  and  the 
ninetieth  percentile  taxpayer  was  only  3.7  percentage  points. 

With  the  alternative  measure  of  Massachusetts  income,  apportioned  book 
income,  this  study  encompassed  variations  in  effective  tax  rates  associated 
with  differences  between  incomes  for  tax  and  for  financial  accounting 
purposes.  The  sample  size  was  smaller,  because  financial  statements  are 
easily  obtained  only  for  fairly  large  corporations.  Therefore  not  much 
information  was  available  on  specific  industries.  Nevertheless,  it  is  clear 
that  as  a  consequence  of  the  federal  tax  reform,  fewer  corporations  paid  a  low 
effective  tax  rate  to  Massachusetts  in  1990  than  in  1986.  In  1986,  the  lowest 
one-quarter  of  single  filers  paid  a  Massachusetts  effective  tax  rate,  based  on 
apportioned  book  income,  of  1.6  percent  or  less.  In  1990,  the  lowest  one- 
quarter  paid  up  to  7.1  percent. 

Does  the  tax  system  discriminate  in  favor  of  larger  corporations? 

The  answer  to  this  question  is  "no,"  as  the  Massachusetts  corporation 
excise  tax  results  in  similar  effective  tax  rates  for  companies  of  varying 
levels  of  gross  receipts.  For  example,  single  filers  with  gross  receipts 
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between  $100,000  and  $1  million  paid  an  effective  tax  rate  (using  the  tax 
system  definition  of  Massachusetts  income)  of  10.4  percent.  So  did  single 
filers  with  gross  receipts  of  $100  million  and  over.  For  group  filers,  those 
with  gross  receipts  up  to  $10  million  had  a  median  effective  tax  rate  of  11.3 
percent,  versus  10.7  percent  for  those  with  gross  receipts  of  $100  million  or 
more.  It  is  true  that  large  taxpayers  tended  to  make  more  use  of  tax  credits 
than  small  taxpayers,  but  this  largely  was  offset  by  their  greater  liabilities 
under  the  non-income  portion  of  the  excise. 

Ultimately,  all  corporate  taxes  are  borne  by  individuals—whether  these 
are  workers,  consumers,  or  shareholders.  A  progressive  tax  structure  requires 
that  higher  income  individuals  pay  higher  rates  of  tax.  But  it  does  not 
follow  that  larger  corporations  should  pay  higher  effective  tax  rates  than 
smaller  corporations.  It  is  entirely  appropriate  for  Massachusetts  to  levy 
similar  effective  tax  rates  on  corporations  of  differing  size. 

Does  the  tax  system  discriminate  in  favor  of  multi state  corporations  or 
corporate  groups  at  the  expense  of  Massachusetts-only  corporations? 

This  undoubtedly  is  the  hardest  question  to  answer  decisively.  It  would 
be  very  time-consuming  to  gather  objective  information  regarding  the 
appropriate  payroll,  property,  and  sales  factors  for  a  sufficiently  large 
sample  of  corporations.  Even  then--for  reasons  discussed  in  the  text— an 
analysis  of  corporate  groups  would  prove  to  be  very  difficult.  To  the  extent 
the  available  data  permitted  investigation,  this  study  was  not  able  to  uncover 
any  anomalous  patterns.  The  median  large  group  did  not  apportion  less  of  its 
overall  income  to  Massachusetts  in  1990  than  the  median  large  single  entity 
filer.  Looking  at  trends  over  the  1986  to  1990  time  period  for  single  filers, 
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changes  in  apportionment  factors  were  not  out  of  line  with  economic  realities. 
Nor  did  they  generally  look  different  for  those  corporations  that  appeared  to 
have  the  greatest  incentive  to  lower  the  amount  of  income  they  declare  in 
Massachusetts. 

Do  taxpayers  with  wery   low  tax  obligations  take  unusual  advantage  of 
Massachusetts  tax  loopholes  or  preferences? 

For  the  most  part,  the  answer  to  this  question  is  "no."  Only  a  few 
taxpayers  used  tax  deductions  or  credits  to  lower  their  effective  tax  rate  to 
below  5  percent  in  1990.  Also,  it  appears  that  looking  at  just  one  year  of 
data  can  give  a  misleading  impression,  as  none  of  these  taxpayers  achieved  the 
same  low  tax  status  in  1986. 

Many  taxpayers  in  the  sample  paid  the  minimum  excise  in  1990.  Almost 
5,000  of  these  were  Subchapter  S  corporations.  Since  shareholders  of  S 
corporations  are  taxed  on  both  distributed  and  retained  earnings,  the 
corporations  themselves  are  not  liable  for  as  much  tax  as  other  corporations, 
whose  shareholders  do  not  pay  an  individual  income  tax  on  retained  earnings. 
Of  the  remaining  9,126  corporations,  three  reasons  were  most  likely  to  account 
for  their  minimum  tax  status:  they  had  no  net  income  on  their  federal  tax 
return,  they  offset  current  income  with  unused  losses  from  previous  years,  or 
they  had  a  very  low  level  of  income.  Only  in  the  case  of  twelve  taxpayers  in 
the  sample  did  Massachusetts  credits  or  deductions  appear  to  be  the  primary 
reason  for  paying  the  minimum  excise.  All  of  these  statistics  relate  to 
single  entity  filers.  The  study  was  not  able  to  perform  a  detailed  analysis 
of  group  members  that  paid  the  minimum  excise,  but  the  overall  incidence  of 
minimum  tax  status  among  group  members  was  similar  to  that  for  separate 
entities. 
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